THE 

ECONOMIC BACKGROUND 
TO INVESTMENT 




This volume forms part of a series of text books pub- 
lished under the authority of the Institute of Actuanes 
and the Faculty of Actuanes and is designed to meet 
the needs of students preparmg for the actuarial 
examinations 



Preface 


CONTENTS 


page ix 

PART I 

THE COMPETITIVE MARKET ECONOMY 


1 Introduction to economic problems 3 

2 A mixed competitive market economy 18 

3 Consumers and prices 25 

4 Business costs and output 34 

5 Competition and business behaviour 54 

6 The restriction of competition 72 

7 The market for labour and trade-union action 92 

8 Government policy and the price mechanism 98 


PART II 

PRIVATE FINANCE AND THE 
CAPITAL MARKET 

' r \ C 


9 Money and finance ' 109 

10 Investment and finance in the personal sector 126 

11 Limited liabihty companies 136 

12 The capital of joint-stock compames 143 

13 The internal and external relations of companies 149 

14 Holding compames 161 

1 5 Introduction to company accounts 1 64 

16 The balance sheet 177 

17 Toivards the interpretation of company accounts 192 

18 Asset values and business finance 202 

19 Taxation and company finance 222 

20 The provision of short-term finance for companies 236 

21 The cost and choice of external finance 243 

22 The new-issue market 251 

23 Investment by financial institutions 277 

24 The stock exchange and commodity markets 298 



CONTENTS 


vi 

PART III 

INTRODUCTION TO PUBLIC FINANCE 

25 Introduction to public finance 317 

26 Exchequer finance and the national debt 338 

27 Local government finance 346 

PART IV 

THE BANKING SYSTEM AND 
MONETARY POLICY 

28 The banking system outlmed — commercial bank assets 

and liabilities 355 

29 The bankmg system and monetary policy 373 

PART V 

THE DETERMINATION OF 
SECURITY PRICES 

30 The determination of the rate of interest — an introduc- 

tory summary 405 

31 The detemunation of the rate of interest — ^the inter- 

action of supply and demand 420 

32 The pattern of interest rates 438 

33 Ordinary share yields and pnces 451 

PART VI 

NATIONAL INCOME AND ITS 
FLUCTUATIONS 

34 National mcome statistics 4^1 

35 The level of economic activity — causes of unemploy- 

ment 4^4 

36 Inflation ^0^ 

37 Fluctuations m economic activity ^14 



CONTENTS 


VU 

PART VII 

INTERNATIONAL TRADE AND PAYMENTS 

38 International trade and specialization 533 

39 International payments 544 

40 Britain and the mternational economic background 

1914-39 572 

41 Bntam and the international economic background 

smce the war 583 

PART VIII 

GOVERNMENT POLICY AND ECONOMIC 
STABILITY 

42 Government policy and economic stabihty 617 

43 Interest rates since the First World War 633 

Appendix of Late Notes 647 

Suggested Reading 649 




PREFACE 

I was asked by the Institute of Actuaries and the Faculty of 
Actuaries to write this book, which is intended to meet two needs 
Its prime object is to serve as one of the text-books used for the 
financial and investment sections of the examination syllabus, its 
mam role m this field being to deal with prmciples and general 
questions rather than with the detail of investment technique. 
Secondly, the book aims at making a broad survey of the economic 
background, from which the activities of the actuary can rarely 
be isolated Whatever the specialized work on which he may be 
engaged, the actuai7 has had to famiharize himself in increasing 
measure with economic problems in general and those of govern- 
ment policy in particular. This is especially true, of course, of 
the actuary who finds himself directly concerned with the invest- 
ment of lijfe-assurance or pension funds, and it is by reference to 
this particular aspect of his task that I have selected from the 
many subjects that could be included in a book on applied 
economics I have naturally confined my illustration of these 
matters to the United Eungdom, 

This book lays no claim to originality, and there is no shortage 
of experts who have written with far greater authority than I 
possess both on the general principles of economic analysis and 
on particular aspects of finance But year by year the potential 
reading list of the actuarial student in these fields has grown 
longer and longer, and it has become correspondingly more 
difiicult for him, within the limited time at his disposal, to digest 
the balance of material that he requires. What this book lacks in 
ongmahty and authority, therefore, I hope will be compensated 
for by Its convemence to all who imght wish to see the subject of 
investment presented within its economic framework and asso- 
ciated with certain matters, such as company accounts and national 
income statistics, that are usually treated m detail sufficient for 
the actuarial student only in specialized works 

In some respects this book is the reverse of the standard 
economics text-book The latter usually deals with matters of 
general economic analysis and policy fairly extensively but with 
finance and investment only in very brief measure I have treated 
financial questions at some leno+b hut b!J^» - -i-- 
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economic background with what was intended to be a light hand, 
indicating broad perspectives rather than detail of fact or analysis. 
In order to help the interested reader to make good the many 
deficiencies resulting from this scheme of things, as well as those 
due to my own technical limitations, suggestions for further 
reading have been added 

The plan I have followed is indicated by the list of parts into 
which the book is divided The basic problems of the market 
economy are introduced briefly, and some of their practical appli- 
cations are discussed with reference to the behaviour of both 
producers and consumers, but especially of businesses Part II 
IS built round questions of business finance, presented within the 
general framework of the capital market, in which the mam 
characteristics of various financial institutions are set out An 
introduction to public finance follows in Part III because Budget 
and national debt operations bear closely on the workings of the 
banking system and on matters of monetary pokey, and I wished to 
present these latter topics (in Part IV) directly in advance of the 
subject of interest rates, which, together with the determmation 
of security prices and yields in general, is treated in Part V In 
Part VI the behaviour of the national income is mtroduced by a 
discussion of national income statistics, which, partly because of 
their value as an instrument for economic diagnosis, proceeds in 
some detail In this Part the analysis concentrates, for the sake 
of simphcity, on the domestic economy, and the omission of 
questions of international trade is made good in Part VII. Here, 
too, will be found a broad survey of some economic problems of 
the United Kmgdom since the First World War, it is perhaps 
a pardonable simplification to consider these as aspects of inter- 
national trade and payments In the final chapters of the book 
I have dealt with matters that are best treated as an epilogue 

The book has been designed on the assumption that the reader 
has no technical knowledge of the subject, and I have aimed at 
introducmg what might be difficult topics without plungmg too 
rapidly mto complexity; I have tried to avoid jargon throughout 
Certain matters are treated in some, perhaps unexpected, degree 
of detail, either because of the requirements of the examination 
syllabus (as in the case of national income statistics) or because 
ten years of discussion— and argument — ^with actuaries m the 
field of investment have shown that these are topics on which 
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detail would be welcomed I am not an actuary, but in my work 
as head of the Economic Intelligence Department of a large 
assurance company between 1948 and 1958 I was in daily contact 
with actuaries concerned with investment policy. As a result 
I soon became aware of their interest in, for example, the details 
of monetary policy 

I am happy to say that I have been encouraged to include con- 
troversial matters, here I have tried to present a fair balance of 
views and where necessary have disclosed my own inclinations 
Additions to the text made after receiving the proofs have been 
placed at the end of the book 

The weaknesses of the book are my own responsibility alone, 
but I am especially grateful to Mr. J B H Pegler, F I A , 
Mr F M Redington, F I A , Mr H Tetley, F I A , and Mr 
H W Haycocks, F I A , for the provision of both advice and 
encouragement, and to Miss V M. Pink, who undeitook the 
labour of typing Acknowledgment is due to the Controller of 
H M Stationery Office for permission to quote statistics from 
official pubhcations I should also like to record my apologies to 
my wife and children for having neglected them for so long during 
the book’s preparation 


H B R. 
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The superior figures refer to notes added dm tng printing, 
which are gathered on pp 647-8 



CHAPTER I 


INTRODUCTION TO ECONOMIC 
PROBLEMS 

Investment and finance are part of the economic process, of the 
way in which society uses its material resources to satisfy its wants 
Few aspects of economics can be satisfactorily studied in isolation, 
and the aim of this book is to present questions of investment and 
finance in their broad economic framework, first settmg the scene 
of economic problems in an advanced mdustrial country like that 
of the United Kingdom before calhng on to the stage our leading 
players. 

Four questions underlie the economic problems of any com- 
munity They are • How much to produce ? Of what ? How ? 
And, for whom ? 


HOW MUCH TO PRODUCE ? 

The ultimate object of economic activity is to provide the goods 
and services that we desire as private individuals — ^food, shelter, 
clothing, household goods, travel, entertainment, and so on The 
consumption of these constitutes our standard of living, and as 
the ultimate beneficiaries of economic activity we are all consumers 
The provision of these goods and services is the process of 
production, up to the point at which they come into our possession 
as consumers, if they are goods, and at which they are used by us, 
if they are services 

The answer to the question ‘How much to produce?’ is not 
simply ‘As much as possible from all the natural and man-made 
resources available ’ The commumty does not necessarily benefit 
by attemptmg to use all of its resources, agricultural land and 
nuneral deposits, for example, differ widely in richness, so that 
more may be produced by concentrating only on part and leaving 
the remainder unused How much can be produced from a 
country’s natural resources depends less on physical effort than 
on Its equipment, its knowledge and its skill, a community that 
does not marshal its latent mgenmty to the full handicaps itself 
economically 
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The most economical use of the commumty’s human resources 
does not demand that these be worked to the bone, not only 
because child labour and long hours may be cruel or may dissipate 
human energies, but because leisure is one of the wants that it is 
the aim of economic activity to satisfy. Each of us can in some 
degree decide between more or less work and more or less leisure 
Most of us, It IS true, can choose only within the limits set by 
convention, statute, or formal agreement , but these change, as the 
fall m the length of the standard working week as the community 
has grown richer confirms 

For centuries the desire for an adequate standard of hving has 
been accompanied by the desire for some degree of stability of 
incomes, employment and prices In the last fifty years it has 
come to be accepted that it is on governments that the responsi- 
bility for mamtaimng overall economic stability must fall, and 
smce the war, at least, governments have claimed an increasing 
measure of influence in many countries over the pace of economic 
growth. At the foundation of these policies is the desire of the 
community for what has become known as full employment^ the 
desire to ensure the opportumty of useful work to all who seek it. 
Some unemployment there must be, for it takes time to change 
jobs, so that full employment is more easily if less exactly defined 
as a situation without ‘excessive’ unemployment, without the 
cruelty and the waste that widespread and prolonged unemploy- 
ment entails By preventing the destruction of economic confi- 
dence that prolonged unemployment and business losses can cause, 
the maintenance of full employment is thrice blessed, it can 
facilitate the initiative and experiment on which economic growth 
depends. 

The government auns at mamtaimng full employment by 
msuring whenever necessary that the flow of money expenditure 
m goods and services by the commumty as a whole is sufficient 
to call forth a level of production that will provide jobs for all who 
want them When the flow of expenditure is deficient and wide- 
i^ead unemployment results, the situation is described as one of 
i^ation. the level of expenditure by the commumty is 
tapable of being excessive in relation to the capacity of the economy 
:o provide, at unchanged prices, all thegoods and services for which 
leople are i^Ilmg and able to pay In the colloquial phrase, 
here may be too much money chasing too few goods ’ Shortages 
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or rising prices will result, and this undesirable state of affairs is 
known as inflation It is the object of government policy to avoid 
both extremes, so that the question of ‘How much to produce 
in an economy in which goods are exchanged for money, cannot 
be dissociated from that of ‘How much to spend ?’ 

OF WHAT ? 

The question ‘How much ?’ is obviously meaningless except in 
relation to ‘Of what?’ The commumty becomes no richer by 
producmg more and more of something that is not wanted at all , 
unless It valued work for its own sake it would be merely wastmg 
Its time. It would be losing the opportunity of having more 
leisure or of producmg some alternative article that was wanted 
In practice waste seldom occurs m this absolute sense — even the 
junk-heap has some value as scrap Waste more frequently occurs 
when the combination of goods and services produced is regarded 
as less desirable than some other combination that the community’s 
resources could yield If its resources are being fully utilized, the 
commumty can have more of one good, or of leisure, only by 
giving up somethmg else, but just what is the ‘right’ pattern of 
production is a complex and controversial question Into the 
balance of alternatives must go the preferences of the commumty’s 
members m their capacity as consumers for different goods and 
services and their preferences as pioducers for different kmds of 
work A complex economy must have some means of recording 
the cost, m alternative production possibilities forgone, of the 
output of one good rather than another and of allowing its 
members to compare these costs with their preferences 

In a priimtive economy alternatives might be few How many 
cattle were raised, how much corn grown, might depend largely 
on custom, the bounty of nature and the needs of the individual 
family, which m the remote areas of Africa and Asia is still a self- 
sufficient economic unit Throughout the centuries, in all but 
these few inaccessible places, the development of trade has 
widened the area of choice. Goods were first bartered for one 
another and then exchanged for some widely acceptable com- 
modity, such as gold or silver, from which has developed the use 
of money as we know it today, so that in the course of time the self- 
sufficient family, tribal or village economy has been transformed 
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m which a coalminer m South Wales uses his money wage to buy 
shoes made in Northampton or cotton goods in Lancashire, while 
the coal he has produced is burned in London and Copenhagen, 
In the modern economy the vast array of goods and services 
that can be produced brmgs to the problem of economic balance 
a complexity beyond the reach of any single mind or organizing 
body, and although we may be only too conscious of the imperfec- 
tions of the economy, that it works at all successfully in such 
conditions is something not far short of miraculous. For the 
practicability of this gigantic sorUng-out process we have to thank 
the use of money and the operation of prices The use of money 
has enabled us to escape the cumbersome restrictions of barter, 
which would obhge a man wishing to exchange a sack of coal for 
a pair of size 9 brown shoes to find another willing to give up 
size 9 brown shoes for a sack of coal, and the opeiation of prices 
provides the community with a means of measuring the cost of 
one commodity in terms of others at the expense of which it is 
produced and of enabling the community’s members to balance 
their preferences against this cost by allowing each of them to 
decide which prices are worth paying 
Another aspect of the problem of economic balance is the 
necessity for weighing the wants of today against those of 
tomorrow, for the goods that are used up now will not be available 
for use m the future. This is not just a question of conserving 
natural resources to meet future needs, by soil and forest care. 
Many goods that are produced are durable and so render or merely 
stand to make available when required a service over a period of 
time By increasing its production of goods that will endure at the 
expense of those which are used up during the year the com- 
mumty is able to provide for the wants of future years. 

The provision for future wants involves three types of goods 
First, there are durable goods in the hands of consumers Many 
goods possessed by consumers endure, but when economists refer 
to consumer durable goods they have in mind articles such as motor- 
cars, radio and television sets, refrigerators and washing machines ; 
clothing IS a borderline case Secondly, there are the stocks of 
consumer goods awaiting sale, together with the foodstuffs, fuel, 
raw matenals, semi-manufactured products and work in progress 
of all kinds held by producers These are described as stocks and 
work in progress, or more simply as stocks or, m the American term 
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as inventories, an adequate level of stocks is essential to a smooth 
flow of production. Thirdly, there is the commumty’s fixed 
capital This includes producer durable or capital goods, such as 
factories, offices and shops, plant, equipment and vehicles, 
together with public buddings and equipment and also houses 
Land and other natural resources, such as mmeral deposits, are 
sometimes placed in the separate category of ‘land’, but it is 
convement to include them in fixed capital 
Econoimsts are usually mterested in the part different goods play 
in production, so that the commumty’s physical or ‘real’ capital 
IS usually defined so as to exclude goods held by consumers, other 
than houses, for it is difficult to trace their use once they are 
purchased by consumers Houses and flats, on the other hand, 
are included in the community’s real capital mainly because the 
service they perform — ^the provision of accommodation — is so 
often purchased by the final consumer m return for a money 
payment, a rent, or can be so regarded for many purposes of 
economic analysis even in the case of owner-occupied houses. 
Thus the Inland Revenue authorities include in an owner- 
occupier’s taxable income the ‘imputed’ rent of his own house 
By usmg part of its production to add to its physical capital 
the community is able to provide for the future in two ways 
First, stocks act as a reserve which can be drawn on to meet needs 
greater than current production can satisfy Secondly, and this is 
the outstandmg characteristic of fixed capital goods, tlie production 
of the future can be increased by the construction of factories and 
equipment today, for the use of capital goods enhances the produc- 
tivity of the commumty. If its resources are already fully 
employed, however, the commumty’s future production of con- 
sumer goods and services can only be increased in this way if the 
members of the community are wiUmg to refrain from consump- 
tion in the present, or if they are obliged to do so, for materials 
and labour that are used up to make machines to produce motor- 
cars in the future cannot make motor-cars today 
In financial matters the purchase of an asset is described as an 
act of investment, and the asset is part of the holder’s financial 
capital In economics additions to the stock of physical assets are 
also known as investment Confusion can be avoided where the 
context does not make it clear which reference is mtended by 



or by resorting to an alternative term in frequent use — capital 
formation The relationship between financial and real investment 
IS one of the themes to be discussed more fully in later chapters 
but at this stage all that need be said is that finance is the provision 
of money for some purpose or other and that one of the most 
important purposes is the acquisition of physical assets Just as 
there must be some means of deciding what part of the com- 
munity’s production shall be devoted to meeting future wants 
through the medium of real mvestment, so must there be some 
means of enabhng finance to be supphed to businesses or govern- 
ment departments who can put it to good use in this way. This is 
one of the functions of the capital market, which consists of the 
banks and many other institutions 
Two further aspects of real investment are worth noting here 
Each year, unless the future productive power of the stock of fixed 
assets IS to be allowed to run down, the economy must make good 
the wearmg out of its fixed capital assets, that is it must make some 


provision for what is known in economic analysis as the depreciation 
of Its buddings, machines, tools and other fixed capital The fact 
that part of the year’s output of capital goods is bespoken to cover 
depreciation enables the distinction to be drawn between gross and 
net fixed investment, the latter being the value of the net addition 
to the community’s stock of fixed capital after allowance for 
depreciation. As the stock of fixed capital grows year by year, 
depreciation will also mcrease, so that it is by looking at the level 
of net rather than gross investment that we can discern what 
provision the commumty is making for future consumption. 

Secondly, because new capital goods may require a considerable 
period of time for their construction, and because, once bmlt, 
their productive life may extend for many years, the necessity for 
looking ahead on the part of those who control the use of capital 
IS vital if resources are not to be wasted on the use of capital assets 
tor purposes which are not justified. However, at any moment the 
range of factors that may be relevant to the success of an investment 
project can rarely be distinguished in full, and the existence of 
change m economic affairs makes the accurate prediction of the 
course of those variable factors that can be identified as relevant a 
matter of great difficulty As a result ruk is involved m the use of 
^pital and renders mescapable the existence of risk-bearers, 
whether capital is owned by the State or by private persons. 
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Risk may be transferred to those who are willing to bear it, but 
It carmot be avoided altogether It may be borne by the business- 
man who owns his own factory, by the shareholders in a corporate 
concern, the members of a co-operative retail society or by the 
public m whose name a nationalized mdustry is operated The 
risk attached to the use of capital is hy no means the only form of 
uncertainty facmg the economy’s members , the risk of unemploy- 
ment caused by forces beyond his control is one that the wage- or 
salary-earner cannot escape, with consequences possibly of the 
greatest hardship. The justification for focusing attention m 
economic analysis on the risk incurred m the use of capital, 
however, lies m the special importance of the role of capital in the 
process by which the responsibility for allocating the community’s 
resources is carried 


HOW ? 

All economies must have some means of deciding which are the 
most economical methods of producing the goods and services its 
members desire. In primitive economies the choice of method is 
restricted, but the replacement of barter by the many-sided 
possibilities of exchange through the medium of money has greatly 
extended the range of choice, and with the advance of scientific 
knowledge the range of techmques known to be feasible expands 
almost continuously. But the most economical method is not 
necessarily the latest to be evolved, nor always that which uses 
the most powerful machines. The mput of different combmations 
of raw materials, labour and physical capital must somehow be 
compared with the output to be secured by each, if the most 
economical method is to be identified This, too, is one of the 
functions of the price-mechamsm in the market economy, smce 
It enables the cost of different methods to be compared in money 
terms. 

The question ‘How?’ transcends national boundaries, for the 
economy can obtam goods and services through mternational 
trade, importing them from abroad and paymg for them out of 
the proceeds of other goods and services which it exports to the 
outside world The ultimate responsibility for ensurmg that the 
country mamtams a satisfactory balance of international |)ayments 
falls on the government. 
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FOR WHOM ? 

This IS the question that looms so large m our political life- 
how should incomes and wealth be distributed throughout the 
commumty ? In the most primitive and isolated forms of economy, 
in which no exchange of goods took place, the answer to the 
question 'For whom?’ may have been largely mdependent of 
what types of goods were actually produced Fixed proportions 
may have been allocated, for example, to the priesthood and other 
groups With the development of production foi exchange, 
culminating ui the use of money, the answers to the questions 
‘Of what?’ and ‘For whom?’ have become mterconnected 

In the market economy, m which the pattern of production is 
influenced by the preferences of its mdividual members, if 
supported by their ability to pay for what they desire, the composi- 
uon of output will be affected by the distribution of mcomes as 
between rich and poor, men and women, town and country, for 
our preferences as consumers reflect our social environment It is 
also true that the distribution of incomes is affected by the pattern 
of production, for the incomes received by mdividual members of 
the community are for the most part payments for their contribu- 
tion to production, and the size of the reward for different types 
of productive service will depend partly on the intensity of market 
demand for the goods and services to whose output they are 
directed. But an important object of the government’s taxation 
pohcy may be to modify the distribution of spendable incomes 
created by market forces, accordmg to its political lights 

THE UNDERLYING ECONOMIC PROBLEM 

Thus the four questions, ‘ How much to produce ? ’ , ‘ Of what ? ’ , 
‘How?’ and ‘For whom?’ are closely linked with one another, 
and It IS this interdependence that is responsible for much of the 
complexity of economic analysis. They are, nevertheless, merely 
four aspects of one basic econoimc question, the problem of 
scarcity Rich though a prosperous economy may be, its resources 
are still scarce m relaUon to the wants that its members would 
express if they could satisfy them without cost. None of the four 
decisions would have to be taken if the resources of the com- 
mumty were sufEcient to satisfy all our wants without restraint , 
in this state of infimte abundance ‘waste’ would be meamngless 
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and ‘economy’, the practice of makmg the most of what is 
available, would be unnecessary 

In the real world we cannot have as much as we would like of 
all the goods and services which we would consume if they were 
free, and we have to economize by strikmg a balance between 
them To be more precise, we have to strike a balance between 
the satisfaction that we derive from different goods and services, 
givmg up the satisfaction that we would enjoy m havmg, say, 
more clothes rather than more food, and so on The motives that 
influence the way m which men choose their occupation, organize 
their workmg life, spend their income or use their leisure are not 
confined to the material , and whereas the study of these motives 
IS the subject of sociology, psychology and pohtical analysis, it is 
their effect on the production and use of different goods and 
services that falls within the province of economics, which is not 
concerned with the moral or aesthetic values they may imply 
Although scarcity is always with us as individuals, it may not 
always apply to the economy as a whole. When unemployment is 
widespread it is not the case that the production of, say, houses 
can be increased only at the expense of the production of some 
other good. If sufficient labour and equipment are involuntarily 
unemployed, an increase in the output of houses can be obtained 
without the sacrifice of some existing satisfaction by the com- 
munity as a whole When there is extensive unemployment, what 
is a ‘cost’ to the individual — the sacrifice of something else in 
return for acquiring a house — ^is not so to society, for the resources 
from which the house has been constructed would otherwise have 
remained unused. It is only when the economy is in a state of full 
employment that the apparent scarcity of resources available to 
the individual members of the community reflects the real scarcity 
that rules the community as a whole 
Of course, even if there is full employment an mcrease in the 
output of houses may not necessitate a reduction in that of some 
other good, as long as the improvement in the state of productive 
techmques makes possible an mcrease in total output over a 
sufliciently wide area of the economy The increase in productivity 
18 the means by which we can have more of everything, but it does 
not abohsh the problem of scarcity. In the past two hundred 
years our scientific knowledge has grown beyond measure, and in 
the Western world the standard of livmn, i 



has been raised far beyond the dreams of our ancestors, but 
economics is still with us even though the poor, m the eighteenth- 
and nineteenth-century sense of the word, are not It is no 
accidental paradox that economic problems seem to have kept 
pace with our material possessions For wants may multiply with 
the ability to satisfy them, the example of those who are richer 
than ourselves, the force of advertising and the appeal of new 
products may cause our appetites to grow by what they feed on 
Indeed, in the modern world this is part of the mainspring of 
econoiruc growth itself. 

ECONOMIC GROWTH 

The pace of econoimc growth in the Western world over the 
past century, that is of production per man-hour worked, has 
advanced at a rate more rapid than that experienced in the 
previous history of mankind Some historians have ventured the 
estimate that the improvement in hving standards of the mass of 
the British people over the past hundred years has been comparable 
with that achieved over the previous five hundred, an observation 
that cannot easdy set on a bstorical scale the great variety of 
goods and services available today, a variety that is quite without 
precedent As far as any measurement can be made at all, the 
increase in the volume of production per man-hour over the past 
hundred years has been equivalent to a rate of growth of per 
cent per annum, an advance that many expect to be surpassed 
in the future, on the ground that the pace of fruitful techmcal 
change is accelerating 

For this there is considerable evidence The West moved from 
the mainly agricultural and commercial economy of the first half 
of the eighteenth century, still using largely natural power, through 
the hundred years and more of rapidly developing industry based 
on steam and iron, to the age of steel and electricity that was only 
in Its sturdy infancy at the opemng of the twentieth Since then 
new products and techniques have changed our daily life at an 
almost bewildermg rate. Oil, the combustion engine, wireless and 
synthetic materials transformed the face of the economy between 
the wars , now the promise of atomic energy, the gas turbine and 
the advance of electromcs and chemical research seem to many to 
justify the description of yet a new industrial era In agriculture 
progress has been less spectacular but no leas vital 
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Foims of organization, too, have continued to change. The 
growth of laige-scale business organization can be traced to the 
extension of the joint-stock principle in the middle of the nine- 
teenth century. In manufacturing, the development of large-scale 
production has utilized the economies of standardization, the 
productive power of modern machinery and the continued 
improvement m techniques of control and administration There 
IS no sign that this advance has been checked ; new developments 
m the control of quahty and of the flow of complex operations 
continue to bring a widening circle of industries within the range 
of mass-production methods. In retail distribution the closing 
years of the mneteenth century saw the development of the 
department store; the inter-war years brought the expansion of 
the ‘multiple’, and m more recent times the development of the 
self-service shop, the ‘supermarket’ of American terminology, 
appears to have mtroduced yet a new phase of retailing technique. 
In the field of finance the development of building societies and of 
hire purchase has extended the ownership of houses and of goods 
that were once rare luxuries The development of insurance, 
through both private and State agencies, represents the pooling of 
risks that once had to be borne mdividually and so has brought a 
measure of security and certainty where previously protection 
agamst the hazards of business and personal life had been costly 
and even impossible 

Just what causes the pace of economic development to vary 
from age to age and from country to country is a complex question 
Economic growth has been the product of progress m the state of 
knowledge in many fields and of the willingness and ability of the 
commumty to devote a substantial part of its resources to real 
investment The contrast betw'een the more prosperous and moie 
rapidly growmg economies of the world and their poorer neigh- 
bours IS therefore not only a matter of natural resources and 
technical knowledge, the richer countries can generally be found 
to devote a larger proportion of their annual production to capital 
investment Of course it is also true to say that the richer countries 
are m a better position to do so just because of their wealth — the 
production of poor countries is hardly enough to feed and clothe 
the population, let alone provide a surplus for the accumulation 
of capital assets. The richer countries, like the U S A., the 
United Kingdom or Western Germany, are able to devote between 



15 and 25 per cent of their annual production to gross capital 
formation, countries like India, Ecuador or the Phihppines find it 
difficult to put aside even 10 per cent of their very much lower 
output for this purpose 

Taking the necessary provision for the depreciation of existing 
assets into account, net capital formation in the underdeveloped 
countries may represent no more than 4 or 5 per cent of net 
national output, compared with the 10-15 per cent achieved by 
the more wealthy industrial countries At these lower levels the 
contnbution to production made by the growth of a poor country’s 
physical assets is m many cases httle more than enough to keep 
pace with the growth in population 

The low rate of net investment year by year of the poorer 
countries means that the value of the physical assets that they have 
built up is relatively small in relation to their production and their 
population Even withm the group of rich countries the dispanty 
is considerable In both the U S A and the United Kmgdom, 
for example, the stock of capital m existence represents roughly 
times the annual value of production, but the value of eqmp- 
ment per head m the U.S A is approximately twice that of the 
United Kmgdom, which accounts for a large part of the difference 
m productivity between the two countries The American worker 
can be thought of as having roughly twice the horsepower of his 
Bntish counterpart at his elbow 

Important though capital investment is to economic growth, the 
relationship between the two is neither simple nor constant 
Some forms of capital assets, such as roads and railway tracks, 
have a long life and are able to provide for an expansion of output 
with the aid of comparatively modest extra expenditure year by 
year, once they are built Improvements in techmque may lead 
to a more economic utihzation of capital, and certain forms of 
equipment may be ‘capital-saving’, m that they enable the same 
level of production to be achieved with less capital than before — 
improvements in methods of commumcation are often of this 
nature Industnes differ in the volume of capital they employ, 
so that the total weight of capital required will vary with the 
composition of the nation’s demand for different goods and 
services 

Economic growth is the product of men as well as machines, 
and the factors that lead men to consider economic growth 
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desirable, and spur them on to make the kmd of effort without which 
this advance could not have been achieved, reach beyond the 
boundaries of economics to soaology and even religion. The 
obvious, however, is worth stressmg. Whatever factors may be 
operative at any particular place and time, economic growth 
involves change, and the seemingly perpetual advance in tech- 
nology and economic organization that has continued foi the past 
two hundred years m this country could not have occurred without 
experimentation, the eagerness to mnovate and the wilhngness to 
accept Its consequences. Change, of course, brmgs problems of 
Its own, so that not all would equate economic growth, that is 
the rise m productivity, or production per head, with progress in 
the wider sense The frictions caused by change are lessened by 
the opportumties presented by economic expansion, but the 
process of economic growth has involved more than changes in the 
equipment we use or the goods we produce Economic growth 
has been based on specialization and the spread of trade, and it 
has been through the medium of trade that the difSculties caused 
by change have been diffused 

SPECIALIZATION AND TRADE 
Specialization mcreases productivity It enables individuals— 
and whole communities — ^to concentrate on exploiting then 
natural or acquired skills and aptitudes and so to obtam the 
mutual gains afforded by the principle of comparative advantages. 
This prmciple states that it is to the material benefit of a group of 
producers if each concentrates on that Ime of production in which 
his comparative advantage is greatest. The engineer may be a 
better driver than the man who drives a taxi-cab, but because the 
knowledge of the former makes him a much better engineer than 
the latter and because engineering is more highly valued by the 
commumty than drivmg a taxi, it is to the benefit of them both 
that the division of labour is made m this way Specialization 
allows comphcated operations to be broken into simple steps and 
enables productive skill to be increased to the full by using 
different workers for each stage, without the loss of time that 
would arise if each had to pass from one stage to another; the 
control of a large number of employees is facilitated if their 
individual work is standardized. Without specialization the vast 
majority of goods that we use today could not be produced at all. 
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for there would have been little replacement of manual by 
mechamcal methods and no replacement of simple by complex 
machines. 

Specialization is limited by the extent of the market, so that 
neither the division of labour nor mechanization could proceed 
far without the extension of trade. When the output of the 
individual producer is raised beyond his needs his surplus must 
be sold, and modern productive methods will not be undertaken 
unless justified by the market Important advances m econormc 
development, therefore, have often been associated with the 
spread of trade, both internal and mternational, whether this has 
been the result of better commumcations, of pohtical harmony or 
of some improvement in the mechamsra of the market itself, such 
as the use of money and the provision of credit. 

Trade, however, brings economic interdependence. The 
subsistence family economy, producmg only enough to meet its 
own needs, was self-contained, unaffected by events m a neigh- 
bouring community, let alone across the sea Trade, on the other 
hand, has created new links between commumties and between 
their mdividual members withm them. The livelihood of cotton- 
spinners m Lancashire has become dependent on markets from 
London to Sydney ; a dock strike in London can cause unemploy- 
ment m the Midlands , and technical changes m the motor industry 
can alter the fortunes of steel-workers in South Wales. It is 
perhaps in the sphere of international trade that interdependence 
has become of critical importance, m creating two sorts of 
problems 

In the first place, we now tend to sink or swim together m the 
world economy, for economic disturbances in the more powerful 
countries are radiated to those w'lth whom they trade Secondly, 
countries that rely on the sale of particular products or services, 
or those tied to special sources of supply, may be forced to make 
painful adjustments while their neighbours remain comparatively 
undisturbed, thus Lancashire’s cotton mills may be idle at a time 
of general prosperity owmg to Japanese competition, or Denmark 
may suffer as a result of Britain’s mabihty to supply her with 
sufficient coal. In these cases hardship may be eased by the 
contraction of the depressed mdustry and by the expansion instead 
of more prosperous trades, or by the replacement of scarce 
materials by substitutes But when, as m the decade before the 
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war, trade depression is general, the mobility of resources is only 
of limited assistance , switchmg from one market to another, for 
example, may result m gams only at the expense of other producers 
already operating with little margin to spare 

Whilst trade brings its benefits, enlarging markets and spreading 
prosperity as well as depression, the problem of economic inter- 
dependence has been mtensified by the bewildermg rapidity of 
change itself, so that prosperity has been achieved only at a price, 
the need to make frequent and perhaps difficult adjustments as a 
result of events outside our control Interdependence and change 
have become the dommant characteristics of the whole world 
economy, and the desire to mitigate the problems they bring has 
been an important cause of the growth of State intervention in 
economic affairs Social security measures, employment policy, 
and the protection of vulnerable industries from overseas competi- 
tion can all be viewed, at least partly, in this light Since the last 
war, in particular, a better understanding of the facts of inter- 
dependence in international trade has brought governments to act 
more in harmony, or at least to reduce conflict, m this field 
Within most countries there has been a tendency to recognize our 
dependence on one another in a form that is not without its moral 
aspects. 

Action to soften the impact of interdependence and change has 
not been confined to government policy, however, collective 
agreements by employers to stabilize prices and production, and 
trade-umon practices designed to check dismissals caused by 
redundancy, for example, have nearly all been derived from the 
desire to limit the economic msecurity associated with inter- 
dependence and change But as change is an essential ingredient 
of growth, the extent to which pohcies intended to moderate the 
effects of change can be pursued without lumting the pace of 
growth is, like many of the fundamental questions of economics, 
still open to controversy 



CHAPTER 2 


A MIXED COMPETITIVE MARKET 
ECONOMY 

THE BRITISH ECONOMY TODAY 
A country’s economy can be looked at from several pomts of view 
One useful perspective is that of its national income This is a 
concept that is used frequently m economics and is considered in 
some detail in Chapter 33 The national income is a measure of 
the money value of the goods and services becoming available to 
the nation from its econoimc activity in any period It approxi- 
mates to the value of the goods and services it produces and so 
can also be defined as the national product 
The total value placed by the official statisticians on the national 
product in 1957 was approximately ;£i9,ooo million In itself this 
IS a formidable but not especially illuminatmg figure The idea of 
the national income and product tells us more about the British 
economy, however, when we learn that in 1957 about two-thirds 
of the national product was used for personal consumption and 
that about one-fifth took the form of goods and services used by 
the central and local governments for purposes such as administra- 
tion, defence and education The nation devoted nearly one-fifth 
of Its production to gross fixed investment. About one-quarter 
of the goods and services we used were imported from abroad, 
and so a similar quantity had to be exported to pay for them 
For the country’s chief resources are its skills, and even the one 
mineral in which it is rich, coal, is no longer sufficient to provide 
all of Its fuel Britain imports a wide range of raw materials and 
processed goods, and although its climate is benevolent and the 
land fertile, the economies of specialization have favoured the 
concentration of our efforts on industry and services, so that 
Britain imports about one-half of its food, the financial assistance 
given to agriculture by the government having helped to reduce 
this proportion from over two-thirds before the war. 

This national product represents a standard of living throughout 
the country as a whole that is among the highest in the world. 
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Differences in the pnce-Ievels and consumption patterns of 
different countries make accurate comparison difficult, but the 
average Briton consumes a somewhat greater volume of goods and 
services each year than his counterpart in most European countries 
Whereas his standard of hvmg is between one-half and two-thirds 
of that of the average American or Canadian, it is something of 
the order of twelve times as high as that of the average Indian 

Behind these statistics are the people who produce the goods 
and services they represent Since the first census in i8oi the 
population of the Umted Kmgdom has risen from i6 to 51 million, 
the curve of growth havmg gradually levelled out following the 
dechne m the birth-rate which began in the last quarter of the 
nineteenth century. At present the population is almost stationary 
in size and becommg older m composition About 24 million 
people over the age of fifteen formed its workmg population in 
mLid-1958, that IS were gainfully employed or registered as seeking 
work, a figure that excludes the indispensable but unpaid services 
of the housewife Of these 24 nullion, almost 8 million were 
women, nearly two-fifths of the female population over the age of 
fifteen 

Throughout the whole penod since the 1801 census the mam 
changes m the pattern of employment and production have been 
the fall m the share of agriculture and the striking growth in the 
relative importance of industry (manufacturing, building, fuel and 
power) and of services (transport, distribution, the professions, 
finance and administration) In 1958, less than one m twenty of 
those in civil employment was engaged m agriculture, forestry or 
fishing, and less than one in twenty-five in mimng and quarrying. 
On the other hand, manufacturmg provided work for just two- 
fifths and the metal-usmg trades alone for about one-fifth of those 
m employment, and building, gas, electricity and water engaged a 
further 8 per cent Services employed a number almost as large 
as the whole of industry itself 

Forms of economic organization are varied Apart from the 
600,000 in the armed forces m 1958, about 5 milhon were engaged 
in public admmistration. State hospitals, etc , and in the 
nationalized industries In all, about 6 million were employed by 
the State and by State-owned enterprises Of the remaining 
18 million there were, accordmg to the National Insurance 
statistics, at least 2 J milhon self-employed persons Many of these 
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were engaged in running the 400,000 separate farms, the 550,000 
retail shops (of which about 70 per cent are single-shop firms) and 
the 160,000 small ‘service shops’ (garages, hairdressers, shoe- 
repairers, etc ) There are in addition large numbers of one-man 
firms or partnerships in the professions and m road transport 

A ‘mixed competitive market economy’ 

No single expression can describe precisely the variety of forms 
of organiaation of which the British economy is composed and the 
range of behaviour they exhibit But two aspects are worth 
emphasizing. First, we hve in what is, by the test of ownership, a 
mixed economy, part of its resources are owned by the State, while 
the remamder are operated by private busmesses In terms of 
numbers employed, about one-quarter of the workmg population 
IS engaged directly by the State and nationahzed concerns In 
terms of the ownership of fixed capital the role of the State is even 
more important, for it can be estimated that, including local 
authority houses, nearly one-half of the country’s fixed capital is 
owned by the State — by the government and by the nationalized 
mdustries Apart from the question of ownership, the government 
intervenes in our economic life over a wide field by one means or 
another The production of many goods and services, therefore, 
such as those needed for defence, pubhc administration and the 
social services, is undertaken directly as a result of government 
policy But for the most part the questions of what shall be 
produced and how are resolved by the operation of market forces. 

The mechanism of the market operates through some degree 
of competition between buyers and between sellers for the most 
part without direct co-ordmation by the State, nationalized 
concerns as well as pnvate producers take part m this process 
The varying extent and nature of competition is a matter mto 
which we shall have to go more closely, but by contrast with a 
primitive subsistence economy on the one hand and the centrally 
co-ordmated economy of State monopohes that appears to be the 
ideal of Communist society on the other, the description of the 
British economy as a mixed competitive market economy, if not 
the whole truth, is a reasonably accurate one. 

There are m this country 14 million households, each of which 
can be regarded as competing for its share of consumer goods 
accordmg to its ability and readmess to buy different articles at 
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the prices at which they are offered The changing pattern of their 
expenditure in turn influences the direction of production through 
the operation of what is usually if sometimes misleadingly called 
the ‘profit motive’. In this context the word profit, which has of 
course a narrower technical accounting connotation, embraces the 
incomes of all producers whose activities are influenced largely by 
a comparison of the return to be obtained from the output of 
different goods and services 

Pecuniary self-mterest is an alternative description of the 
mamspnng of this mechamsm, but this is an over-simplification, 
for few of us would admit to being dominated by the love of 
money But profit, or income m its widest sense, is more than a 
personal motive for takmg one job rather than another, or for 
undertabng the output of one article rather than another, or for 
adoptmg one method of production rather than another. Many pro- 
ductive enterprises, mcluding the nationalized corporations, are 
gmded by the ‘profit motive’ not so much, or not only, to gratify 
the desire for greater pecumary gam on the part of those who 
manage or own them, but because the profit earned is looked on as 
a criterion of success and efliciency. 

In this process busmessmen occupy a strategic position, because 
their control over the use of physical capital places in their hands 
the decision as to what shall be produced Businessmen, including 
in this vague term the managers of nationalized trading concerns, 
attempt to earn a satisfactorily high level of profits by comparing 
the sales of their goods, m terms of the prices that buyers as a 
whole are willmg to pay for different quantities, with the costs of 
their production. Businessmen mcrease or decrease output 
accordmg to the pressure of sales on the one hand and that of 
costs on the other Competition, it is generally held, leads 
businesses to seek methods of producmg at lower cost The 
prospect of the high profits that may result from being first in the 
field stimulates busmessmen to take the risk of introducing new 
goods or methods of production and to anticipate future demand ; 
the fear or experience of losses causes busmessmen to contract the 
production of goods that are unprofitable and to reject methods 
that are uneconomic The process of adjustment to economic 
change is diffused throughout the whole economy, and the rewards 
for success and the penalties for failure are part of the process of 
adjustment itself, a competitive market economy creates its own 
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economic incentives and its own economic sanctions for all types 
of producer, so that the movement of resources does not depend 
on pohtical coercion Freedom of occupation ranks high in our 
political ideals 


FACTORS OF PRODUCTION 

The profitability of different lines of production influences what 
different businessmen are prepared to pay for the resources they 
use These consist of a multitude of goods and services, different 
lands of labour, materials and equipment, but for many years 
econoimsts have used the term factors of production to describe 
them in a single phrase The point of this is that a tool, a machine, 
or a coalmine, for example, is already the embodiment of labour 
and of other natural resources such as iron ore, coal and timber, 
and also the product of other machines which m turn are the em- 
bodiment of other resources It was once usual to classify factors 
of production mto three or four types ‘Labour’ was defined to 
include all forms of human effort. ‘ Land’ denoted what have been 
described as the ‘mdestructible properties of the soil’ and other 
gifts of nature, its uniqueness as a factor of production being 
sought in the proposition that its supply has been fixed for all 
times by ‘nature’ ‘Capital’ was defined either as the embodiment 
of ‘land’ and ‘labour’ m some productive asset, or, on a more 
abstract plane, as the willingness and abihty to abstam from 
current consumption that, in conditions of full employment, is 
essential to the production of capital goods Some economists 
added a fourth factor of production, which they called ‘risk- 
bearmg’ or ‘enterprise’, so that the man who undertook the risks 
of production became known as the ‘entrepreneur’ 

Economists now emphasize the convenience rather than the 
logic of expressing the multiplicity of different resources as if they 
are merely the embodiment of ‘land’, ‘labour’ and ‘capital’ in 
forms that can be regarded as homogeneous. In the first place, 
the distinction between ‘land’, defined as given by nature, and 
‘capital’, reproduced by man, obviously cannot be a precise one 
The land that is tilled today would not have its present produc- 
tivity but for centuries of human effort apphed to crop rotation, 
drainage, etc , and but for the use of capital m the form of 
fertilizers, irrigation works, canals and so on The problem of soil 
erosion is a reminder that the properties of the soil are by no 
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meaas ‘indestructible’ The idea of a single factor of production 
called ‘labour’ obscures the fact that it is part of the task of 
economics to explain the contribution to production of different 
types of labour and the different levels of wages earned by each , 
as we are not all bricklayers, our ‘labour’ cannot be measured in 
some standard umt of physical production, in this case the 
number of bricks per hour we can lay Thirdly, that risk-bearmg 
and enterprise are essential in the changing economy is indis- 
putable, but It IS difficult to conceive of the supply of ‘ risk-bearing ’ 
or ‘enterprise’ m the abstract in a form that is capable of being 
measured with any practical success 

Whereas the owners of capital can be readily identified, it is 
difficult to single out the ‘entrepreneur’ in the real world In 
the last resort the ordinary shareholders of a company bear the 
risk of its failure, but they may exercise little control over its 
operation, they may also be remote from the ‘enterprise’ that 
leads to its success The seat of ‘enterprise’ may be found in its 
board of directors, whose salaries may be larger than their 
dividends, and m its salaried managers, who need not be share- 
holders at all. For this reason the admittedly no less vague but 
more common term ‘businessman’ has been retained m this book 
in place of the ‘entrepreneur’ 

The term ‘factors of production’ is therefore adopted here 
merely as a form of shorthand for the complex array of individual 
goods and services used in production, and as a reminder that the 
economic mechanism must decide not only how existing tools are 
to be used but also how natural resources should be employed to 
produce others 

Because the profitability of producing different goods and 
services influences the prices businessmen are prepared to pay for 
different factors of production, the latter tend to be attracted into 
those industries where demand by business is most intense This 
demand is a ‘derived’ demand, reflecting the demand exerted or 
expected to be exerted by final consumers, so that the movement 
of resources into the intermediate stages of production is influenced 
by the pattern of demand for the goods and services at the end of 
the production process 

The demand by businesses on the one hand and the level of 
supply of different factors or production on the other determine 
the prices of different factors of production In this way business- 
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men are provided with a yardstick for measurmg costs, and the 
prices of factors of production in a fully employed economy tend 
to reflect their relative scarcity. 

The operation of the market economy is by and large the 
operation of the ‘price mechanism’, costs are only a form of 
price, and the relationship between prices provides both a yard- 
stick for economic measurement and a signal for economic activity. 
But a yardstick is not always accurate, and a signal may fail , and 
this summary of the allocation of resources leaves many important 
questions untouched The chapters that follow sketch m greater 
detail the behaviour of consumers and businesses and introduce 
some of the problems raised by the operation of competition and 
the price mechamsm in practice. 



CHAPTER 3 

CONSUMERS AND PRICES 

As individuals we have to decide what proportion of our income 
to spend, and on what. It is with the second question that we are 
at present concerned Everyday experience shows our choice of 
consumer goods and services to be subject to a wide range of 
factors Our level of income is obviously an important mfluence 
So are the direction in which it is changmg or is expected to 
change and the length of time we have had to adjust our habits 
to a new level of income Occupation, age, marital status, size of 
family, the way mcome is pooled withm the family — the many 
factors that we can class as part of a household’s ‘social environ- 
ment’ — are others about wluch useful generahzations can often 
be made Within this framework can sometimes be discerned 
patterns that change periodically, hke the fluctuations of expendi- 
ture due to the timing of replacement of clothmg and durable 
goods. Advertising is another potent force Some goods and 
services are complementary, that is they provide most satisfaction 
if used in conjunction with each other, like motor-cars and petrol 
Others are close substitutes, like soap and synthetic detergents 
Thus purchases of many goods and services are related to decisions 
made about others 

For simphcity of expression, this multitude of factors can be 
expressed as two elements — the consumer’s total income and the 
collection of tastes, environmental influences and habits that we 
can call his ‘ preferences ’ Given his income, then if his preferences 
remain constant the amounts that any individual purchases of 
different goods and services will depend on the relative prices of 
the articles of which he is aware Because of this it is necessary 
to use the term ‘preferences’ to denote the consumer’s attitude to 
different goods and services at given prices A distinction must be 
drawn between changes in purchases caused by changes in 
preferences at given prices and those resulting from variations in 
prices themselves. 

The consumer obtains the maxunum satisfaction possible from 
his expenditure when no additional satisfaction can be obtained by 
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shifting, say, a shillingsworth of outlay m a given period from one 
good and mcreasmg the purchase of another by a shilhng instead. 
In the language of economics the word ‘utihty’ has come to be 
used instead of the everyday ‘satisfaction’, but the words are 
mterchangeable They are also neutral, implying no judgement 
as to the wisdom of a man’s choice. The difference in total 
utility derived from a small change in outlay on any article is the 
utility obtamed from the marginal unit of expenditure on it 
To put the matter another way, the consumer maximizes his 
utility or satisfaction when the utihty he derives from his marginal 
unit of expenditure — say one shillmgsworth — is the same for all 
goods purchased This statement is a tautology, but it helps to 
explain the behaviour of consumers if considered m conjunction 
with the prmciple of dtmintshing marginal utility By this is meant 
the proposition that, if a man’s preferences remain constant the 
satisfaction that he derives from the consumption of the margmal 
unit of any good — ^the change m total utihty due to consuming 
one umt more than before — decreases as the number of units 
consumed in a given period nses This principle may be operative 
only after a certain pomt — ^the consumption of some goods may 
imtially whet our appetite for more— but sooner or later the 
satisfaction derived from successive umts of any good consumed 
tends to fall as the desire for it is gradually appeased 

THE EFFECTS OF PRICE CHANGES 
This principle and the proposition that the consumer maximizes 
his utihty by equahzmg the utihty obtamed from the margmal 
umt of expenditure on different goods and services help to 
explain why the amount that a consumer is willing to buy of a 
particular article often varies mversely with its price, if the state 
of his preferences, as defined above, does not change To each 
consumer the price of any article represents the amount of other 
goods that have to be forgone if it is purchased If the price of, 
say, cigarettes were to fall, this would mean that the marginal 
shilhng spent on cigarettes would now buy a larger number of 
cigarettes than before This marginal shillmg would now provide 
a greater utility than, say, the margmal shilling per week spent by 
our consumer on beer. He would now mcrease his total utihty if 
he spent more on cigarettes and less on beer By shifting his 
expenditure in this direction the marginal utihty to him of a 
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shillingsworth of cigarettes would fall and that of beer rise until 
a new balance was reached. In this situation his outlay on beer 
would fall despite the fact that in absolute money terms its price 
had not increased, exemplifying how the essence of any price lies 
in its relation to other prices, especially to those goods for which 
It is a close competitor for the consumer’s money. 

The Substitution Effect of Price Changes 
This effect of a reduction m the price of an article in increasing 
Its consumption is often described in economics as the ‘substitu- 
tion effect’ of a change in prices, and its strength will thus depend 
on whether the article concerned has close substitutes to which 
the consumer is ready to transfer his favour We should thus 
expect a fall in the price of salt, for example, to have little effect 
on the quantity of salt purchased, for there are no obvious 
substitutes for salt. A fall in the price of, say, chocolate m terms 
of that of sweets, on the other hand, might cause a marked 
diversion of spending from sweets to chocolate Of course, the 
force of this substitution effect depends partly on the inertia of 
consumers’ habits and on what may be called their price- 
consciousness But for movements m relative prices to act m this 
way on the market as a whole does not require the reaction of all 
consumers 


The Income Effect of Price Changes 
There is another reason why a change m relative prices may 
affect the consumer’s purchases that is usually described as the 
‘ income effect ’ If the price of one of the goods usually bought by 
a consumer falls while all others remain unchanged, the result is 
to increase his total real income, for it enables him to buy more of 
some goods and no less of others for the same total money outlay. 
Even a small rise in a consumer’s real income will lead him to 
mcrease his purchases of at least some goods and services, and 
the strength of the income effect will depend on the nature of the 
good in question and on the proportion of his income that the 
consumei spends on it Using the example of salt again, the fact 
that It IS not a commodity which we are eager to consume in 
greater quantities as our real income rises means that the income 
effect due to a fall m the price of salt would not lead to a rise in 
the purchase of salt so much as to a rise in expenditure on other 
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goods and services, and as we spend relatively little on salt the 
income effect overall would be small But a sinular percentage 
fall in the price of, say, refrigerators, purchases of which are 
greatly influenced by the level of real income, would be a different 
matter 


DEMAND AND PRICES 

The amount that people will buy of an article at a given price 
is their demand for it at that price, given the pattern of relative 
prices and the state of their preferences To the observation that 
demand will expand if the price of an article is reduced and 
contract if it is raised there are several exceptions. The demand 
for the article concerned may be entirely unaffected if there are 
no close substitutes and if the income effect is transferred to other 
goods In some cases demand may even nse when the price is 
raised and fall when it is lowered There are three mam examples 
of this seemingly perverse behaviour. 

1 Expectahons of higher prices If a rise m price is thought to 
be only the first of a senes, consumers may decide to make extra 
purchases before the next expected increase This is less practic- 
able, of course, m the case of perishable goods or others which 
cannot be held in consumers’ stocks 

2 'Inferior goods ’ These are goods of which we buy less as 
oui real income rises , the income effect, m other words, is negative. 
Examples include potatoes, bread and the cheaper sort of confec- 
tionery, which poor fanulies buy m relatively large quantities, 
margarine that is replaced by butter when more can be spent on 
food , and ready-made clothes that give way to tailor-made suits 
Changes in price may have the same effect as a change m total 
real income if the articles concerned form a sufficiently important 
part of a person’s budget Because of this condition these excep- 
tions to the proposition that demand is stimulated by a fall in 
price are not common The negative mcome effect is not as a rule 
strong enough to offset the substitution effect in favour of the 
article whose price has fallen. 

3 Quality judged by price. The force of advertising and lack of 
knowledge or discrimination on the part of the consumer may lead 
him to associate quahty with price, so that more of certam goods 
may be sold at a high price than at a low one In many cases, 
however, advertising matter, sales service, or display and packaging 
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material may also vary with price, so that the same basic article 
may create quite a different impression on the consumer if sold 
in a different sales context 

Some goods may be bought chiefly to impress other people, 
and for this purpose a high price may be as impressive as the high 
quality it may also be thought to denote Withm certain limits, 
therefore, more fur coats and jewellery may be sold at higher than 
at lower prices 


ELASTICITY OF DEMAND 

Price Elasticity 

Given the level of total real mcomes and the state of preferences, 
the demand for some articles will be considerably stimulated by a 
relatively small fall m price or curtailed by a small rise, whereas 
the demand for other goods will be very much less sensitive. The 
sensitivity of demand m response to a change in price when total 
income and preferences remam constant has come to be known as 
the elasticity of demand for the article concerned or, more 
precisely, to distinguish it from the sensitivity of demand in 
response to a change m mcome, as its price-elasticity of demand 
Price-elasticity of demand can be expressed as the percentage 
mcrease (decrease) m the quantity demanded resulting from a 
given percentage fall (rise) in price Thus, if a i per cent fall in 
price leads to a i per cent increase m the quantity purchased, 
other things remaining equal, the price-elasticity of demand is 
umty If the quantity purchased rises by more than i per cent 
when the price falls by i per cent, the price-elasticity of demand 
IS greater than unity — if the quantity purchased uses by per 
cent the price-elasticity of demand would be i 5, and so on If a 
I per cent decrease in price results in less than a i per cent rise 
in the quantity of purchases the price-elasticity of demand is 
obviously less than unity Generally speakmg, demand where 
elasticity is greater than unity is said to be elastic, where elasticity 
is less than umty, demand is said to be inelastic 
There are two extremes of elasticity of demand When existing 
buyers are unwilhng to alter the quantity they purchase irrespec- 
tive of the price charged and no new buyers are attracted into the 
market as a result of a change m price, demand has zero elasticity, 
or is ‘perfectly inelastic’ If, on the other hand, buyers will take 
any amount of an article, but only at one price, demand has infinite 
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elasticity, or is ‘perfectly elastic’ In the latter case a slight rise 
m price destroys demand completely 

Both extremes of pnce-elasticity are rare, but commodities may 
be sold m conditions of perfectly inelastic demand over a limited 
range of prices; m some cases the demand for an article may be 
so intense as to be qmte unimpaired by a small rise m prices 
More generally, commodities can be found — like matches or 
mustard — on which the consumer spends such a small proportion 
of his budget that quite a substantial proportionate increase in 
pnce may pass unnoticed or be received with indifference. For 
any article, however, the reaction of buyers, both actual and 
potential, to a large change m price will usually be more powerful 
than their reaction to a small one The reaction of the whole 
potential range of buyers to a small change m price, moreover, 
will depend on the existmg price itself, demand may be elastic 
within one range of prices and melastic within another 

The most important factor affectmg elasticity of demand is the 
possibility of substitution between different articles Thus the 
possibility of substitution between butter and margarine, or 
between cotton and rayon textiles, will give each relatively high 
price-elasticities of demand Another mfluence already indicated 
IS the share that a particular commodity occupies in the consumer’s 
total expenditure 

The demand for any good will be more elastic the greater the 
variability of the number of purchasers, even if the expenditure of 
those who were buyers at the original price does not change 
sigmficantly Goods that are purchased out of habit or through 
convention or compulsion will generally possess a relatively small 
degree of pnce-elasticity The distinction between ‘necessities’ 
and ‘luxuries’ that is temptmg in comparisons of elasticity is of 
small value, if only because of the difficulty of precise defimtion of 
these terms m a world where individual preferences show marked 
differences Moreover, any mdividual article within a roughly 
similar class of goods may possess a higher pnce-elasticity of 
demand than that class of goods as a whole, because of the pos- 
sibility of substitution Thus ‘bread’ may be regarded as a 
‘necessity’, but if the price of one type of bread, for whatever 
reason, were to change m relation to others, it might be found to 
possess a relatively high elasticity as compared with ‘bread’ as a 
whole (Demand for the bread of an mdividual baker changmg 
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his prices m isolation from others could also be expected to be 
relatively elastic if shoppers could turn to or from other 
bakers , but this aspect of demand is the subject of a subsequent 
chapter ) 

Estimates of the actual degree of price-elasticity of demand for 
different goods cannot be made with confidence Price-elasticity 
as a measure of a single factor — ^reaction to price — can only be 
defined with the proviso that ‘other tilings’ remam equal, which 
in real life they rarely do The reaction of consumers to a change 
in the price of bread, for example, may be comphcated by a 
simultaneous change in the prices of other goods, possibly 
substitutes like biscuits, by contemporary changes in incomes or 
even in the number of bakers, all of which may affect the demand 
for bread In real hfe, moreover, pnce-elasticity of demand 
cannot be considered apart from the time factor, it takes time for 
consumers to become awaie of price changes and to depart from 
their customary behaviour 

Elasticity of demand can be considered m terms of the money 
value of purchases as well as the quantity bought When price- 
elasticity of demand is umty, so that a i per cent fall m price is 
followed by a I per cent mcrease in the quantity purchased, the 
result IS that the value of purchases remains approximately the 
same as before the change in price This proposition is not 
exactly true If loo articles were first bought at £roo each, at a 
total value of ^10,000, and the price then fell to £99, resulting m 
sales of loi articles, the total value of purchases would then 
become ;£9,999 The explanation is that the proposition is valid 
only for infinitesimal changes in price, but for practical purposes 
the approximation can be accepted if the change in pnce is small 

If demand were inelastic, so that the quantity purchased did 
not rise proportionately as much as a fall m price, a reduction m 
price would cause a dechne m the total value of sales With 
inelastic demand a rise m price would result m a rise in sales 
proceeds In the opposite case, where price-elasticity is greater 
than umty, a fall m price would raise the total value of purchases 
but an mcrease m price would reduce it 

The concept of pnce-elasticity of demand is useful in examimng 
a number of problems The price policy of a business concern or 
a nationahzed enterprise will have to be drawn up m the light of 
what is thought to be the degree of elasticity for the product to be 
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sold — ^the hope of greatly expanding sales by reducing prices was 
an important stimulus, for example, to the enterprise of pioneers 
of mass production hke Henry Ford and Lord Nuffield Com- 
parisons of elasticity are also relevant to taxation policy Other 
things bemg equal, if the object of a tax imposed on the purchase 
of a particular article is to provide the government with a high 
level of revenue the article must be one with a relatively inelastic 
demand (unless all possible substitutes are to be taxed as well). 
The imposition of a tax on a commodity the demand for which is 
very price-elastic, on the other hand, will tend to contract demand 
more severely. 


Income-elasticity of Demand 

Elasticity is merely a measure of the sensitivity with which one 
factor responds to another, and on the side of demand there is 
another variable which has already been referred to, namely 
mcome. Income-elasticity of demand measures the response of 
demand to changes in consumers’ incomes if prices remain 
constant It can be defined m a manner analogous to price- 
elasticity, namely the proportionate change in the quantity of a 
particular article purchased that results from a small proportionate 
change in income With income-elasticity equal to umty, a i per 
cent increase in mcome would lead to a i per cent rise in the 
quantity purchased For goods possessmg income-elasticity of 
less than unity purchases would not rise proportionately as fast as 
mcome, so that the proportion of income spent on these would 
fall In the case of what have already been described as ' inferior 
goods’, income-elasticity of demand is actually negative, for here 
the quantity purchased falls absolutely as income rises. 

By and large the demand for ‘luxuries’ will be income-elastic, 
expenditure on these goods generally mcreasmg more rapidly than 
mcome The idea of a ‘luxury’ good is perhaps more easily 
justified in relation to mcome than to price-elasticity Even m this 
context the term ‘luxury’, however, has no precise meamng Like 
price-elasticity of demand, income- elasticity varies between 
different consumers and especially between consumers with 
different levels of mcome. The very poor are unlikely to take 
advantage of a modest mcrease in income to purchase a motor-car, 
at this level ‘luxury’ goods possess a low mcome-elasticity of 
demand and some ‘necessities’, like clothmg, a relatively high one. 
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At higher levels of income the comparison of elasticities is likely 
to be reversed 

Those goods with a high income-elasticity of demand will be in 
rapidly rising demand as the country’s standard of living increases 
But because the demand for these goods is particularly sensitive 
to changes in income, the industries concerned also tend to sulfer 
relatively severely in times of falhng incomes, as in periods of 
trade depression, when unemployment spreads and business 
profits dechne The sensitivity of these industries to the economic 
chmate is particularly marked m the case of those goods with a 
highly income-elastic demand that are also durable goods, 
expenditure on which can be so easily advanced when income is 
rising or postponed when it is not. 



CHAPTER 4 


BUSINESS COSTS AND OUTPUT 

In. the course of any period a business makes a variety of payments 
It will pay wages and salaries, perhaps rent for its premises and 
interest on its bank overdraft or other outstanding debts , it will 
purchase materials of one sort or another and perhaps some form 
of capital equipment Accountants differ on matters of detail, but 
in principle the normal rule is that the only payments which 
should be reckoned as the costs of a particular period’s operations 
are those logically attributable to the activity of the business durmg 
that period It might be misleadmg, for example, to count the 
full purchase price of a piece of equipment expected to last for 
ten years as part of the costs of the year in which it was bought 
The cost of capital assets is usually spread over the major part of 
their expected working life by debitmg to each year’s operations 
only an allowance for the depreciation of the asset for that 
year 

To calculate the profits of any period, therefore, it is usual to 
include in a firm’s costs only what are known as ‘current’ pay- 
ments The most common of these are wages and salaries , cost 
of materials , rent of premises , mterest on debts , depreciation of 
capital equipment The profit earned in any period is the dif- 
ference between the value of sales m that period and current costs, 
and It IS usual to include in both sales and costs items for which 
no cash payment has yet been made, as long as they can be 
properly considered as belonging to the operations of the 
period 

The distmction is usually drawn between gross and net profits 
The former represent sales proceeds minus all current costs 
properly chargeable to the period concerned, with the exception 
of depreciation , net profits are gross profits less depreciation It 
IS the residual item of net profits that is relevant to the assessment 
of a firm’s profitability, for depreciation is a cost, and it is from net 
profits that taxes and dividends or other payments to the concern’s 
owners are paid 
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UNRECORDED COSTS 

Part of these payments out of net profits as conventionally 
calculated may really be a form of cost Where the businessman 
runnmg his own concern draws no salary for the purely managerial 
and admimstrative services he provides, some allowance is made 
for this m economic analysis if not in accounting practice If a 
businessman will not be willing to run a concern indefimtely if it 
does not provide him with a return at least equal to what he could 
earn elsewhere in a managerial capacity, then an amount equal to 
this alternative ‘opportumty cost’ of his services is really part of 
the cost of production of the goods made by his concern , for if 
It IS not recovered production will eventually cease. Similarly, 
the rate of interest paid on borrowed money is an accounting cost, 
but in economic analysis it is usual to go further and regard as a 
cost a nominal figure for interest in the case of those businesses 
that do not borrow but provide their own funds from retamed 
profits and in the case of those businessmen who finance their 
concern from their own private resources free of interest. The 
case for considering this ‘imputed’ interest as a cost is that the 
proprietors of a privately-owned business will not provide it with 
finance indefinitely if they do not obtain a yield on their funds at 
least equal to what they could earn by lending them to borrowers 
with no risk of default, for example to the government In the 
same way investors will not take up variable-dividend shares issued 
by compames unless they expect to earn a rate of interest higher 
than that provided by fixed-mterest government securities 

These two costs, which will not appear as such in the accounts 
of a business the manager-owner of which does not draw a salary 
and which does not raise money on fixed-interest terms, represent 
the cost of unpaid managerial services and the cost of capital 
employed m the business Thirdly, since the businessman risks 
losing the funds he has sunk into his concern he will not generally 
remam indefimtely in a line of business that does not yield some 
compensation for this risk over and above the rate of interest 
already mentioned In the case of a company the capital of which 
is provided by shareholders who take no direct part in its opera- 
tions the word ‘businessman’ is too vague, it is the shareholders 
who look to some mmimum compensation for bearing risk In 
practice some estimate can be made of unpaid managerial services 
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and the opportunity cost of capital, but it is not easy to place a 
figure on the cost represented by the minunum return for risk- 
beanng that must be paid for funds to be retamed in a particular 
line of business indeWtely or for new funds to be obtained to 
finance expansion However, the necessity for such a minimum 
return for risk-bearing, sometimes described as a long-run 
‘normal’ rate of profit, means that in a private-enterprise system 
new firms will not enter a line of busmess unless it is earned, and 
eventually existmg firms in the industry will leave it 

These three ‘unrecorded costs’ must be covered by the prices 
of a firm’s products in the long run if its owners seek the maximum 
return for their services and their funds Some businesses which 
appear to yield a satisfactory return to their owners may therefore 
be regarded as unprofitable by the economist It is not uncommon, 
for example, to find retail shops and other small concerns which 
yield no more than a return equal to the market value of the 
managerial services of their owner, providing no return on capital 
and no reimbursement for risk These firms contmue in existence 
either because of sheer inertia, the lack of knowledge on the part 
of their owners, or because the latter obtain sufficient satisfaction 
from business life itself 

State-owned corporations are not operated as a rule so as to 
earn a return for risk They are usually enjomed by statute to 
cover their costs, including recorded interest charges, but beyond 
this the prices of the goods and services they produce need not be 
calculated so as to provide any compensation for the risk that the 
use of their resources m the industry concerned may prove to be 
uneconomic, and even the question of interest on the retained 
profits used inside the corporation may be disregarded 

INTEREST, PROFIT AND INVESTMENT 

Interest is the payment for the use of borrowed money In the 
simplest case a loan of £ioo m perpetuity on which the borrower 
has to pay ^5 every year yields a rate of interest of 5 per cent 
per annum. The profit earned on the funds employed in a busmess 
—indeed the income from any form of property— can also be 
expressed as an annual percentage rate of return Suppose a 
busmess purchases a machine for £ 1,000 and uses it for 10 years, 
after which its scrap value is negligible If the use of the machine 
recovers its capital cost and adds £100 to the firm’s net profits 
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every year, after taking into account all other related costs incurred 
m using the machine, then the funds used to purchase the machine 
will have earned a rate of profit of lo per cent per annum If in 
addition the scrap value of the machine at the end of lo years 
were, say, ^^loo, this will have represented a further return equal 
to approximately i per cent per annum 

This IS a highly simphfied example of the concept of the rate 
of return. Most investment projects involve a stream of outlays 
lastmg several years and yield a stream of receipts over a period 
Neither expenditure nor receipts are lilrely to occur evenly over 
time Businesses may therefore have their own methods of 
calculating a rate of return expected from an investment project 
in order to deal with these complications The only method that 
takes mto account all such problems, especially that of the shape 
of the time-stream of outlays and receipts, is that of ‘discountmg’, 
that 18 findmg by means of compound-interest calculations the 
‘present value’ of a future stream of payments or receipts. The 
rate of return on a project is that rate of interest which, if used to 
discount Its future receipts, leads to a present value equal to the 
present value of the future stream of the costs of the project 
This principle will be familiar to those readers acquainted with 
compound interest, and it is not intended to enlarge on the 
question here. It must be observed, however, that m practice the 
great majority of businesses use much cruder methods of 
calculation 

A business that seeks to earn a profit wiU not raise money for 
capital investment projects that are not expected to yield a net 
return sufficient to meet the interest charge on the funds concerned, 
and Its owners will generally seek a rate of return higher than this 
by some margin sufficient to compensate them for the risk of loss 
Even if adequate funds are available in the business from past 
profits It is to the advantage of its owners if to the use of these 
funds IS attached a nommal rate of interest — one of our three 
unrecorded costs — ^that is set at least equal to the rate obtainable 
on loans to risk-free borrowers However, the rate of interest 
payable by different concerns on funds raised m the capital market 
will reflect not only the general level of interest rates, of which 
that obtainable on default-free government bonds is the most 
important constituent, but also their own credit status as assessed 
by investors A more rigorous test, therefore, is to set this 
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unrecorded cost at a level equal to the rate of interest that would be 
obtained by lending retained business earnings to concerns of a 
similar credit status 

In the private-enterprise sector of the economy, which capital 
projects are undertaken will depend on the relevant cost of finance 
or rate of interest on the one hand and expected rates of profit on 
the other The higher the rate of profit expected, the higher will 
be the rate of interest that a busmess will be prepared to pay for 
finance, so that in a competitive capital market there wdl be a 
tendency for finance to be attracted towards those projects that 
promise the highest rates of return The total volume of capital 
formation will also be affected, for given the rate of interest, the 
higher are the rates of profit expected over the whole range of 
possible projects the greater wiU be the volume of capital invest- 
ment ranged beyond the marginal project, that is the one that is 
just worth undertaking 

The force of busmess expectations regarding the profitability 
of different capital investment projects works m two directions 
The higher the expected rate of profit, the higher is the cost of 
finance that is worth bearing Secondly, the more eager are 
businessmen to purchase individual items of eqmpment, the more 
ready will they be to bid up their price, so that in a competitive 
economy capital goods as well as finance are directed mto those 
uses in which their productivity is expected by businessmen to be 
highest. If the demand for machine tools by, say, the vehicle 
trades becomes so intense as to cause a rise in their pnce, the result 
is to reduce the rate of profit obtainable from their purchase by 
other industries, for the cost of capital equipment, m the form of 
depreciation, is one to be deducted in calculating profit 

FIXED AND VARIABLE COSTS 

‘Fixed’ or ‘overhead’ costs are those which do not vary with 
a change m a firm’s output Interest on long-term debt, the rent 
of premises essential to the survival of a business, depreciation on 
buildings and plant owned by a firm will remain constant in the 
short-run whether output is raised or lowered, and so may the 
salaries of essential administrative, clerical and maintenance staff, 
particularly the salaries of the firm’s management Fixed costs 
reflect the concept of mdtvmbthty , namely, that m most produc- 
tion processes some factors of production have to be present in 
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certain minimum quantities for production to be possible at all 
but do not have to be mcreased m quantity for certain ranges of 
output. Fixed costs reflect the presence of a ‘fixed’ factor of 
production. 

In the long run, of course, capital equipment wears out and 
need not be replaced if the output of the firm is forced to contract, 
so that which costs are ‘fixed’ depends on the length of time under 
review. The ‘short run’, m regard to business production 
problems, is usually defined as that period which is not long enough 
for major mcreases in capacity to be undertaken. In the short run, 
then, certain costs are fixed whether output rises or falls 

‘Variable’, ‘prime’ or ‘direct’ costs are those that vary with the 
size of the firm’s output in the short run Purchases of raw 
materials and components, the wages of operatives, fuel and trans- 
port charges usually come within this category It is true that 
even in the short run the distmction between fixed and variable 
costs is not always clear-cut, for some costs may not be altered 
for a a per cent change m output but would be varied if output 
were to rise or fall by lo per cent Some items of equipment will 
wear out more quicHy if worked harder, whereas other parts of 
the same equipment may endure for much longer Nevertheless, 
the division of costs intb variable and fixed elements is a useful 
one for many purposes 

On the relative importance of fixed and variable costs will 
depend the effect on total profits of fluctuations in sales and 
output Should sales decline, a firm whose costs are largely 
variable will be able to reduce its current outlay by more than a 
firm with a larger weight of fixed costs ; it wdl therefore experience 
a smaller reduction m profits On the other hand, should sales 
increase, the firm with the larger proportion of fixed costs will 
experience the greater expansion m profits. Differences in the 
‘gearing’ of costs to output help to explain why some industries 
and firms suffer from relatively violent variations in profits even 
though the degree of fluctuation in their sales and output may be 
no greater than average. Industries which have a relatively large 
proportion of fixed costs in the short run, generally in the form 
of heavy capital charges, include shippmg, railway transport, 
flour-milling, electricity generation and supply, and branches of 
the steel and chemical trades. But wuthin all industries firms 
may possess different degrees of flexibility A firm that uses 
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subcontractors, for example, reduces the burden of overheads and 
passes to them some of the losses and gains of fluctuations m 
sales, at the expense of some loss of control , and a manufacturing 
firm may be relieved of the fixed costs of marketing by the use of 
wholesalers A plant that is highly mechanized usually has a 
heavier burden of fixed charges than one that uses less capital and 
more labour, but m some mdustries, such as building and the 
boot and shoe trade, machinery can be hired A firm which has 
several plants can close down the least efficient if sales fall and so 
may have smaller fixed costs than another of the same size 
operating with one gigantic plant 

The level of output at which fixed and variable costs together 
are just covered is a plant’s ‘break-even’ point; below this, 
assuming the firm’s prices do not change, losses will be incurred, 
but profits increase as output exceeds this level A highly 
mechanized plant may be capable of producing at a low cost per 
unit at the level of output for which it was designed, but unless 
the normal level of output foreseen by businessmen through good 
years and bad is expected to exceed the break-even point by a 
sufficient margin it will not be worth installmg Thus the expected 
size of a firm’s sales will help to determine whether methods 
of production mvolvmg high fixed charges are worth adopting 

OUTPUT AND AVERAGE COST IN THE SHORT RUN 

Given that a firm has a certain level of plant and equipment 
and a certain state of technical knowledge, what is likely to be the 
reaction of average cost per unit of production to changes in its 
output, if the prices it pays for the factors of production it employs 
remain unchanged ? From zero output up to a certain point 
average costs are likely to fall as output mcreases, owing to the 
phenomenon of indivisibility, if certain costs remain fixed in total 
then fixed costs per unit of output must decline as output is 
increased This is sufficient to cause a fall in average cost, m- 
cluding variable costs, until that level of output at which variable 
costs per umt of output rise sufficiently to offset the fall in fixed 
costs per umt of output 

Variable costs per umt of output, with a given plant and 
technical ‘know-how’, rise sooner or later as a result of the 
operation of diminuhing returns. This principle states that if the 
proportion of any factor of production used in combination with 
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Other factors is increased beyond a certain stage the addition to 
total output resulting from the input of further units of the 
variable factor will eventually dechne The principle holds good 
if two conditions are satisfied namely, that during the process 
there is no improvement in the state of technical knowledge and 
skills and that there are no ‘econoimes of scale’ The second of 
these provisos is the subject of a subsequent section, but the 
former is easy to appreciate The introduction of improved 
methods and the development of operative skill can lead to an 
increase in the output obtainable from an unchanged quantity of 
resources, so that the rate of increase in output need not fall off 
as the quantity of variable factors of production used rises in 
relation to the fixed factors 

The principle of dimimshing returns is of general application 
and is not confined to business concerns. If the number of 
identically eqmpped men workmg an acre of agricultural land, 
for example, is mcreased, eventually their total output will not 
rise as fast as the number of men per acre That is to say the 
average product per man will dechne when the area worked by 
each man falls beyond a certain size That agriculture affords a 
simple illustration of the possible application of the principle led 
economists like John Stuart Mill and Malthus over a century ago 
to expect the rapid mcrease in population then under way to 
cause a fall in the output of food per man to the point of near- 
starvation. Their gloomy prognosis helped to earn economics the 
title of ‘dismal science’, but it proved to be incorrect because it 
failed to foresee the increase in the use of capital per man in 
agriculture as m mdustry, in the form of harvesting equipment, 
tractors, and dramage, for example, as well as the improvement 
m agricultural skills and the opemng up of overseas sources ot 
supply by new forms of transport In several countries of Asia 
and Africa, on the other hand, the operation of diminishing 
returns in agriculture is more evident, for the growth of population 
still threatens to outrun the supply of capital and the improvement 
in techniques 

To return to our firm with its given level of plant and equipment 
used in relaUon with variable quantities of other factors of 
production, it is possible to identify several causes of dimimshing 
returns and the consequent rise m average cost beyond a certain 
level of output 
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Hours of wolk cannot be extended without eventually causing 
fatigue, and an increase in the number of employees beyond a 
certain point will crowd the factory or shop floor, make supervision 
and control more difficult, and lead to waste. Maintenance costs 
rise if machines are used beyond a certain mtensity. At just what 
level of output average costs will tend to rise will depend entirely 
on the mdividual characteristics of the firm Some businesses may 
be able to defer this stage by multi-shift working and by more 
flexible control, others may be so geared to a particular level of 
output that a comparatively small mcrease throws them off 
balance 

Enquiries mto the behaviour of costs in manufacturing show 
that m some industries average cost per umt, with a given plant 
and level of knowledge, will fiist fall and then remain more or 
less constant over a fairly wide range of output until the operation 
of dimin ishing returns becomes evident and average cost rises 
Reliable evidence as to the exact behaviour of costs is not plentiful, 
but many economists believe that a flat-bottomed U-shaped curve 
will be followed by average cost as output increases with a given 
plant Eventually average cost rises sharply as the capacity of the 
plant IS strained to its hmit, but the ‘normal’ level of operation 
of many plants is believed to be m the area of constant costs per 
umt 

Variable and thus average cost may rise with output for reasons 
other than the operation of dimimshing returns, as strictly defined 
The quality of the factors of production used may deteriorate as 
output increases. It may be necessary to recruit labour that in 
normal times would be rejected as unsuitable and to dispense with 
a full period of traimng in order to meet a sudden increase in 
orders. Most firms have several plants or items of equipment 
differing in efficiency, and the least efficient will generally be those 
unused at low levels of output, so that the commissionmg of 
inferior equipment to meet peak demand will add to cost per unit 
of output 

Another possible cause of a rise in cost is an mcrease in the 
prices of the factors of production used, wages, material costs, 
interest charges, etc. This may be the result of the rise in the 
demand for them by the firms that are increasing their output An 
increase in the demand for factors of production by any one firm 
m isolation will not, of course, have any appreciable effect on the 
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prices of the factors it uses unless it is large m relation to the size 
of the total market for them, but an increase in demand by a whole 
industry that is expandmg its output will naturally have a more 
marked effect The actual course followed by the costs of any 
one firm will therefore be influenced by the actions of others 

COSTS AND OUTPUT IN THE LONG RUN 

In the long run, m which existmg plant and organization can 
be replaced or enlarged, a firm’s cost structure is hkely to alter 
even if factor prices and the state of its techmcal knowledge 
remain constant A firm will usually be able to replace its plant 
at some point of tune by another perhaps of a similar capacity 
but capable of producmg at a lower average cost per unit at a 
normal level of output At any moment of tune the plant in use 
by different firms in an industry may differ in efficiency, some 
concerns will be usmg old or inferior equipment while others will 
possess modern plant that enables them to produce at lower umt 
cost and so earns them a larger margm of profit per unit of 
output. 

Whether it is worth replacmg an existmg machine by another 
of simdar capacity but capable of producing at lower unit cost 
depends on the net return expected from each course of action 
Early replacement will not be worth while if the interest and 
capital charges for depreciation and obsolescence on the net price 
of the new equipment (that is after deducting the second-hand or 
scrap value of the old) when added to the average variable cost 
per unit of output expected to be incurred in using the new plant 
are not sufficiently less than the average variable cost per umt 
alone incurred in the use of the old to justify the allocation of 
scarce funds to replacement In this comparison the fixed costs 
incurred in the use of the old plant are accounted for by deducting 
from the price of the new equipment the second-hand or scrap 
value of the old, for it is the mterest on this that is forgone by 
continuing to use the old plant, past capital charges are irrelevant 
As existmg plant grows older it eventually becomes worth 
replacing if only because variable costs usually rise through higher 
maintenance charges. 

Thus m the long run average cost can be reduced by the 
replacement of existing plant by more efficient equipment, 
retaimng the same overall scale of output But average cost may 
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be reduced by virtue of expansion of the size of the firm itself, 
through the operation of economies of scale and other factors. 

economies of scale 

Economies of scale are said to result vs^hen average cost per umt 
falls as output is raised by means of an increase in the input of 
all the factors of production used, the proportion of one factor to 
another remaimng unchanged Large plants and large firms are 
usually those using a higher ratio of capital to labour than smaller 
ones, so that m practice die term is broadened to include econoimes 
obtainable when the size of plant or firm is increased, whether or 
not this involves a change m the composition of the resources 
used 

It is useful to distinguish between the possible economies of 
scale of the large plant and those of the large firm, which usually 
has several plants, none of which may be larger than those 
operated by its smaller rivals A large plant may be able to produce 
a given article, or a given combination of articles, at relatively low 
cost because of the physical properties of equipment A simple 
example, which apphes to storage tanks, boilers, furnaces and 
ships, IS the relation between cubic capacity and surface dimensions 
Double the dimensions of a box and its cubic capacity is mcreased 
to eight times the original, but the materials required for its 
construction amount to only four times as much The friction 
experienced by a ship is related to its surface area, whereas its 
payload is closely Imked to its overall cubic capacity The loss of 
heat suffered by a boiler is proportionate to the square of its 
dimensions, whereas its volume varies with their cube 

A second advantage of large-scale operations may be obtained 
through the prmciple of multiples, which is based on the fact that 
different umts of equipment to be used together may have 
different optimum sizes, that is may operate at lowest average cost 
at levels of output which differ from one another If two machines 
are used in sequence, one handling 20 umts an hour and the other 
10, two of the latter will have to be mstalled if the former is to be 
run to capacity The most efldaent scale, it will be seen, is repre- 
sented by the lowest common multiple of the individual capaci- 
ties used m combination If the two machines were to possess 
capacities of 20 and 8 units an hour respectively, the lowest 
multiple that would keep all fully occupied would be two of the 
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former (handling 40 units an hour) and five of the latter type 
(also handling 40 umts an hour). 

Thirdly, the larger the plant the more economical is it to 
employ fuU-time speciahsts This is one aspect of the prmciple 
of indivisibility. Machines are examples of the speciahzed use of 
resources and cannot as a rule be constructed for economical use 
below a certain minunum size, and in a similar fashion many 
forms of specialist labour cannot be obtamed on a part-time 
basis It is economical to employ highly-skilled and highly-paid 
specialist technicians only if the scale of output justifies the 
expense 

Fourthly, economies can often be secured by standaidization of 
processes and products, but standardization itself tends to warrant 
a larger plant by increasing the most economical size of individual 
departments, machines or assembly Imes, for standardization 
reduces the problems of supervision and control 
If the multi-plant firm rather than the single-plant is considered, 
the principles of multiples and of speciahzation may be found to 
be equally applicable Econoimes may be secured for the firm 
as a whole by operating a number of manufacturmg plants, for 
i.<iT^ple, if the optimum size of marketing, buying or administra- 
tive organization is relatively large It is only the large firm that 
can profitably employ a full battery of specialists, especially those 
engaged in research, that modern technology requires m many 
industries But some industries may be able to provide research 
facilities, at any rate, for its individual members through the 
medium of a common research organization financed by all 
The large firm, and to some extent the large plant, can also use 
Its size to exploit the economies of pooled reserves, whether they 
are reserves of materials, labour or finance These economies are 
derived from the probability that the greater the number of items 
subject to random fluctuations from a ‘normal’ magnitude the 
more likely are the deviations to cancel out, to leave the average 
value for them all nearer to the normal or expected value Thus 
the ratio of reserve to total usage falls as the scale of operations 
increases, so that the cost of reserve per unit of output falls 

DISECONOMIES OF SCALE 

Economies of scale derived from increasing size of plant may 
not extend indefimtely Techmcal factors may limit the size of 
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equipment — ^the size of a machine may be restricted by inadequate 
foundations and that of a ship hy dock or canal facihties. Material 
stresses may be more difficult to deal with, and breakdowns and 
other interruptions relatively costly But in practice it is extremely 
difficult to discover from statistical research whether economies of 
scale give way to diseconomies when a plant reaches a certain size, 
if only because the large firms on which such studies must be based 
usually operate several plants rather than one large one. For this 
there are two mam reasons One is that transport and other dis- 
tributive costs per umt of sales will be higher if a geographically 
dispersed market is served by one giant plant rather than a number 
of similarly dispersed plants, so that transport costs may offset the 
savmg in manufacturing costs possible from the large plant The 
other reason is that large firms usually take advantage of their size 
to produce a variety of products, which usually requires a number 
of plants 

Econoimsts have therefore tended to place more emphasis on 
the eventual development of diseconomies of scale in relation to 
the growth of the firm as a whole, diseconomies arising ultimately 
from the difficulty of admimstration and control The runmng of 
a large concern may necessitate the devotion of too great a part of 
Its management’s time to supervision of adnunistrative detail 
rather than to the formulation of pohcy. The function of decision- 
talung is not one that is easily shared , ultimately the responsibihty 
for reaching decisions m case of disagreement has to be borne by 
one person, and the area of activity which any one person can 
control satisfactorily is limited 

It does not necessarily follow, however, that, as between two 
firms in the same industry, the larger will always tend to experience 
greater difficulties of admimstration and control The large firm 
can employ speciahsts to take some of the weight of supervision, 
research, preliminary appreciation and even co-ordination from 
the shoulders of its senior management If a firm is below a 
certain size the members of its management may have to carry 
individually too many tasks that in a large concern can be delegated 
to specialists. The large firm may be able to reduce its adminis- 
trative problems, even to the extent of gaimng over the small one 
in this respect, by the use of computing and other equipment that 
speeds up the collection and assimilation of information on which 
successful administration may depend Improvements m the 
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techniques of administration and industrial relations tend con- 
tinually to raise the level of operations at which administrative 
diseconomies of scale become sigmficant enough to offset the 
operating advantages of large-scale output The industries where 
large-scale operations are easily handled are those producing a 
small range of standardized products or involvmg standard 
processes, or m which admimstration takes the form of framing 
rules the application of which can be left to junior officers 
Industries in which size brings difficult problems of control are 
those in which changes m market conditions, due for example to 
changes in fashion, are frequent and call for decisions at the 
highest level of management Where personal contact with the 
customer is important, or where high-quality goods are made to 
the specification of customers, conditions also favour the small 
firm However, a number of different activities may be brought 
together by means of the operation of separately admimstered 
compames subject only in regard to broad policy to the decision 
of a controllmg company Some of the advantages of scale, such 
as pooled reserves and the services of specialists, may thus be 
obtained without the diseconomies of complex admimstration 
In all industries, the large concern may be able to recruit 
management of a higher quality, not so much because of the 
glamour generated by successful advertising and public relations, 
but because the large firm necessarily offers a wider range of 
opportunities and usually provides better traimng facilities , it may 
also be less prone to nepotism But this is not to deny that small 
concerns often possess a unique spirit based on the inspiration 
and pride of those who lead them 

EXTERNAL ECONOMIES OF SCALE 
A distinction can be drawn between ‘internal’ and ‘external’ 
economies of scale The former are those derived by a firm from 
an increase in the scale of its own operations External economies 
are those enjoyed by a firm as a result of an increase in the scale 
of output of other firms External economies arise from the 
possibility of economies of scale m the operation of some service 
or industry common to a number of firms The growth of an 
industry may render economical the development of specialized 
producers to replace at lower cost operations previously performed 
on a smaller scale by each firm Thus the growth of the motor 
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industry made it possible for components to be manufactured in 
bulk by specialist firms, and similar developments can be seen in 
other trades Economies of scale may even be external to any 
single industry — ^the development of a number of industries in a 
particular area may lower the cost per unit of indivisible public 
services, fuel and power or transport facilities to them all, and may 
reduce labour trainmg costs by creating a pool of skilled labour 
on which all can draw 

The important distinction between internal and external 
econormes is that the former come withm the range of mfluence 
of any one concern whereas the latter do not, except in the case 
of the concern whose activity is on a scale sufficient to affect the 
economic organization of the area m which it operates A firm’s 
capital mvestment programme will have regard to its mternal 
economies, but not, as a rule, to possible external economies, 
because external economies accrumg to any individual concern 
by virtue of its own operations alone are not generally hkely to 
be significant That external economies may be secured by a whole 
mdustry or a whole area through the expansion of a sufficient 
number of concerns is one of the factors that may justify govern- 
ment action taken to accelerate industrial development or to 
concentrate it geographically Industry-wide action taken through 
the medium of trade associations and other bodies may secure 
similar benefits 

DIVERSIFICATION AND INTEGRATION 

Despite the advantages, by way of low umt costs of production, 
to be derived from specialization and standardization, many firms 
produce a variety of goods that may even transcend any one 
industrial classification In most cases the narrowness of the 
market for any one article is the cause, but in others part of the 
economy of specialization is deliberately sacrificed for other gams 
One important cause of diversification m general is the desire to 
reduce the nsk of a severe collapse in profits that specialization 
may involve. In an mdustry where market demand is subject to 
rapid techmcal obsolescence or to changes in fashion, or to a wide 
variety of tastes, stimulated perhaps by competitive advertising, 
the risks attached to specialization may be great, especially if at 
the same time the proportion of fixed costs is high A reduction 
in the degree of risk is not only desirable for its own sake but may 
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also go some way as far as costs are concerned to offset the 
sacrifice of economy, for the lower the risk the lower will be the 
cost of obtaming finance and, perhaps, skilled labour and manage- 
ment. 

The forms taken by diversification, which appears to have 
become more common m the past twenty years, may be influenced 
by the conditions of marketing or of supply or by the techmcal 
processes of mdustry. Some forms of diversification are described 
as ‘integration’, which may be horizontal or vertical Horizontal 
integration refers to the production of different articles at the 
same stage of production, vertical integration occurs when a 
concern performs consecutive processes 

Horizontal integration may occur because of the existence of 
complementary or joint demand, such as record-players and 
records, or because of other marketing factors that render it 
advantageous for a supplier to offer his customers a ‘full Ime’. 
Other forms of horizontal integration may be based on the 
importance of common resources, a common material, mcluding 
the case of by-products, or common services, as in the case of 
research facilities The exploitation of an established reputation 
or trade-mark to extend the range of output also falls in this 
category. Diversification of output may be the only method of 
reapmg the economies of scale attached to any one stage of opera- 
tion, to large-scale buying, sellmg or research, if markets for the 
individual goods or services produced are narrow Diversification 
may enable a firm to offset seasonal fluctuations 

Some degree of vertical integration is present in most concerns 
A firm may generate its own power, make its own tools and 
components, and may sell to final consumers by acting as its own 
‘middleman’ But most firms can choose the degree of vertical 
integration mvolved. In some industries technical factors make 
It advantageous to house consecutive processes in one plant, as in 
the steel mdustry, where the metal can be passed from one 
finishmg stage to another without reheating In others, such as 
cotton and wool textiles, the advantages of vertical integration 
are thought to he m closer control over quahty and in certamty 
of supply. Occasionally vertical Integration occurs because a 
businessman believes that he can produce some component at a 
lower cost than the price at which he can buy it from elsewhere, 
because his suppher occupies a monopolistic position that is 
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reflected m an unduly high price, hut the converse has also been 
true m that firms may seek control over sources of supply m 
order to establish or consolidate their monopoly of the finished 

^"^What has been said here does not imply that integration is 
always advantageous, ambition may lead businessmen to give up 
too readily the benefits of specialization and to encumber them- 
selves with activities which are difficult to assirmlate within a 
smgle span of control, and examples are not lacking in which 
companies have finally relmquished what proved to be costly 
attempts at diversification Some forms of vertical integration may 
actually increase risk by saddling a company with heavy fixed 
charges that rivals may be content to leave to their suppliers 

SMALL AND LARGE FIRMS— A SUMMARY 
At any moment of time some firms are growing and others 
contracting ; the pattern of relative size does not remain constant 
in a competitive industry In some industries large firms have an 
advantage because of the economies of scale attached to the large 
plant , but m those where economies of scale are unimportant once 
a certain size of plant is passed, the medium-sized firm is able to 
compete effectively with its larger rival, which is larger by virtue 
of Its possession of a number of plants. Where pooled reserves 
are important, or where buymg and selling organizations provide 
economies of scale, or where expensive research is necessary, the 
very large firm is better placed Inquiries mto a number of 
American industries show that the medium-sized concern often 
has costs as low as or even lower than the very largest firms , but 
the latter may offset the disadvantages incurred in controlhng a 
very large and diversified concern by sheer bargaining power or 
by their ability to spend enough on advertising or on buying up 
sales outlets so as to hold their share of the market Most industries 
consist of firms of varying size, the smallest concerns often being 
specialist producers of high-quality articles or the satellite supphers 
of components to the large producers or assemblers. Small firms 
thrive in a geographically dispersed market for products whose 
transport costs are high and m markets subject to great variety 
and frequent changes of demand Small firms also benefit in some 
industries by external economies of scale ; the roads used by road- 
hauliers do not have to be owned by them, whereas the cost of the 
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railway track is borne by the railways. In some mdustnes market- 
ing IS provided on an mdustry-wide basis by large specialist 
concerns, so that even very small firms have access to a wide 
market 

Quality of management may work m either direction Skilled 
management may enable the small firm to make up for the absence 
of economies of scale, especially m those industries where quahty 
of design or flexibility of planmng is important ; on the other hand, 
a management that is especially skilled in large-scale admimstra- 
tion may surmount the obstacles to growth that large-scale 
organization may otherwise present Conversely, unskilled 
management may destroy the econormes of large-scale output in 
any firm. 

Detailed information on the composition of British mdustry is 
provided by the returns of the Census of Production. Those 
pubhshed for the post-war period, however, relate chiefly to 
‘ establishments ’ or plants, and for the pattern of employment and 
production classified by firms we have still to rely on the Census 
for 1935. In the industries covered by the 1935 Census, mainly 
the manufacturing trades, building and contracting, mining, 
quarrying and public utihties, the range of size of firm was as 
shown m Table i 


Table i J955 Census of Production — Size of Firms 




Total 

Percentage of total 

Number of 

Number 

number 

employment 

employees 

of 

of 

in industries 

per firm 

firms 

employees 

covered 

I-IO 

204,151 

826,700 

10 3 

11-49 

31.756 

795.809 

9 9 

50-99 

9,459 

656,237 

8 2 

100-499 

9,723 

1.993.241 

24 8 

500-999 

1,270 

878,764 

II 0 

1000-4999 

909 

1.759.928 

21 9 

5000 and over 

101 

1,119,078 

13 9 

Total 

257.368 

8,029.757 



The size of firms varies remarkably in all mdustnes But 
whereas very small firms abound in number, they provide a 
relatively small share of total output and employment. In 1935 
the 1,000 or so firms with more than 1,000 employees, on the 
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Other hand, represented only 4 per cent of the total number of 
firms but mcluded 36 per cent of all employees in the trades 
covered by the Census, 

Information for the post-war period is fragmentary, but the 
same broad picture emerges The Census for 1951 shows that, in 
the mdustries examined, firms with no more than ten employees 
numbered 144,124 but accounted for less than 6 per cent of total 
employment. We do know that at the end of 1956 there were 
270,000 compames with a share capital but that the handful of 
giant compames earned a relatively large share of total profits 
The hundred largest companies in manufacturing and distribution, 
for example, appear to earn rather more than one-third of the 
total mcome received by all companies in this sector, judging by 
estimates made by the National Institute of Economic and Social 
Research for 1954-5 * Many of these large compames operate in 
several industries, but those in which they predommate mclude 
chermcals, steel, motors and aircraft, heavy electrical engmeermg, 
tobacco, paper, shippmg, and synthetic fibres Industries where 
the representative size of firm is relatively small, on the other 
hand, include clothing, buildmg and contractmg, printing, and 
bakmg In banking and msurance, the advantages of pooled 
reserves and the ease of large-scale admmistration make for large 
concerns , in distribution the large multiple store benefits from the 
economies of standardization, large-scale production and pur- 
chasmg, while the department store trades on the advantage of 
offering a ‘full-hne’ to its customers The cost of transport that 
w'ould have to be borne by shoppers if there were fewer shops 
helps to explain the survival of the small retailer 

The general degree of concentration is greater than would 
appear from the size distribution of firms, owing to the fact that 
most large compames have subsidiaries or mterests in other 
concerns, perhaps m several mdustries A wide variation is to be 
found m the size of establishment or plant in industry. Table 2 
records the results of the 1951 Census of Production as far as 
manufacturmg mdustry is concerned 

The mean size of plant in 1951 employed 126 persons, but one- 
half of the total number employed in manufacturing worked in 
plants employing roughly 350 persons or more The mean size 

• ‘A Classified List of Large Companies Engaged in British Industry ’ The 
National Institute of Economic and Social Research London, 1955 
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of plant employing more than lo persons varied from 261 in metal 
manufacturing and 215 m vehicles and aircraft to 56 in clothing , 
there is obviously a connexion between the size of the average 
plant and that of the average firm in each mdustry But because 
large firms own several plants the variation m size of plant, although 
wide, IS not as great as that m size of firm 


Table 2. Size of Establishments in Manufacturing, ig^i 
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employed 

manufacturing 

I-IO 

65,890* 

3 17.43 1 

4 2 

11-34 

16,671 

291,064 

3 8 

35-49 

15.457 

541.409 

7 2 

50-99 

10,793 

757.386 

10 0 

100-499 

11,781 

3,463,05s 

32 4 

500-999 

1.447 

988,121 

13 0 

1000-4999 

924 

1,702,801 

32 4 

5000 and over 

60 

535.251 

7 0 

Total 

123.033 

7.595.518 

100 0 



This chapter has been concerned with the relationship between 
business output and costa But the extent of the market and the 
degree of busmess competition may be even more potent forces 
determinmg the scale of output of different firms The nature of 
markets and of competition, however, are closely related matters 
that Influence many aspects of busmess operations and so call for 
further consideration in the followmg chapter 



CHAPTER 5 

COMPETITION AND BUSINESS 
BEHAVIOUR 

The term ‘market’ embraces the complex of relationships between 
buyers and sellers, perhaps the most important of which is the 
nature of the competition operative on each side The effect of 
competition on market behaviour depends on the impact of a 
number of factors, which apply with different degrees of strength 
to different markets In this chapter they are introduced so as to 
throw hght on business operations, prices and profits, but the 
analysis can be adapted without difficulty to markets in factors 
of production 

SUBSTITUTION BETWEEN PEODUCTS 
The possibility of substitution by other products determines 
the extent to which the term ‘industry’ has any precise econonuc 
significance beyond referring to the fact that groups of firms are 
engaged in the production of sunilar goods or services, or use 
similar materials, or employ siimlar processes. What is more 
important in considering the market for any product is the extent 
to which It can be invaded by other goods that buyers regard as 
satisfactory substitutes at certain levels of relative prices If 
substitution between the products of one industry and another is 
possible, the ability of firms in either to raise prices above the 
pomt at which the substitute becomes more acceptable to buyers 
is correspondingly restricted Examples of the mnumerable cases 
where, at certain relative prices and for certain uses, inter-product 
competition may be keen include synthetic and natural fibres, 
copper and alummium cable , cement, steel and timber as building 
materials , road and rail transport , natural and synthetic rubber , 
butter and margarine, carpets and other floor coverings. 

UNIFORMITY OF PRODUCT WITHIN AN INDUSTRY 

Within any single industry the nature of the competition 
between the firms of which it is composed will depend to a 
considerable extent on whether their products are sufficiently 
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uniform to render buyers mdiiferent as between the product of 
one firm and another if the prices charged are identical In the 
case of certam goods, like copper and wheat, gradmg is possible, 
so that within each grade the product of one concern is indistin- 
gmshable from that of another. In this case freedom of buyers to 
deal with whom they please in a market in which all prices are 
known must tend to produce a situation m which all producers of 
the same grade will receive the same price, transport costs apart 
If any one seller attempts to charge more than the ruling price his 
sales fall to nothing if buyers can turn to other sellers offering an 
identical product 

Many raw materials and agricultural products are to be found 
within this category But several intermediate processed materials, 
most forms of capital equipment, and the majority of consumer 
goods do not The products of different firms within most 
industries differ m design, style or quahty m a way that makes 
objective gradmg difficult, so that the attitude of buyers to the 
goods of mdmdual firms within the same industry must depend 
to some extent on subjective factors This so-called ‘product 
differentiation’ may consist of basic differences in design arising 
from the conviction on the part of individual producers that their 
goods are superior, or from the operation of patent law, or it may 
arise from the desire of the businessman to carve out a secure 
market for his own product by creatmg in the mind of buyers the 
idea that his own goods are in some important fashion different 
from, and naturally superior to, those of his competitors. 

Product differentiation m this last sense is most common in 
the case of consumer goods, especially those above the level of 
staple necessities. Whereas the makers of uniform products do 
not find it profitable to advertise except on an industry-wide basis, 
product differentiation is usually accompanied by competitive 
advertising and other forms of sales pressure aimed at capturing 
the enduring support of buyers The subjective nature of this 
differentiation must be stressed in many cases, for the more 
obvious are the differences in the qualities possessed by the 
products of rival concerns the less need is there on the part of any 
of them to sharpen their indentity by advertising. Paradoxically, 
It IS m the case of those goods which, if not umform, have qualities 
whose virtues are not easily compared with those produced by 
other firms that competitive advertising is often most intense. 
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supported by brand names and all the other paraphernalia aimed 
at securing the flanks of the mdividual concern’s market. In other 
cases, individual firms may enjoy the goodwill of certam buyers 
merely because of the personahty of their owners or employees, 
as in the case of retail shops, or because the services they have 
rendered m the past have m some way or other been highly 
appreciated by their customers 

Whatever the basis of differentiation, it presents a contrast 
with the industry in which buyers do not distinguish between the 
product of one concern and another, m that the prices charged 
by one firm can differ from those obtained by rival firms and may 
do so even though costs of production may be the same Alter- 
natively, prices, production costs and sales expenses per umt may 
all be different, and the individual concern that succeeds in 
‘capturmg’ its buyers can withm limits raise its prices in isolation 
without suffering a complete collapse of sales 

THE NUMBER OF FIRMS AND THE EXTENT OF COLLUSION 

Given the degree of umformity of product, the number of firms 
withm an industry is particularly important in three respects In 
the first place, where the number of firms is sufficiently large for 
each to be small in relation to the size of the total market, the 
action of any one will not affect the rulmg price appreciably in the 
case of an industry selling a umform product. If one farmer alone 
increases his output of wheat the market price of wheat is unlikely 
to fall as a result Therefore the rulmg price of wheat at any 
moment of time can be taken as given by every farmer, for no 
individual farmer can depress the market price by offering a 
larger quantity for sale or raise it by contractmg his supply If 
the number of producers of a umform product is small, as m the 
case of primary alumimum, for example, each has to take into 
account the effect of his own action on the ruling market price, 
which is therefore to some extent under his control. 

Where product differentiation exists, the effect of the action of 
any one firm m the industry on the constellation of prices will 
depend on just how distmct is the degree of differentiation in the 
minds of buyers and therefore on the extent to which buyers are 
prepared to substitute one producer’s article for another If 
differentiation is weak and the number of firms large the situation 
approaches that of a uniform product. If differentiation is marked. 
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the individual firm has correspondingly more contiol over the 
price at which it can offer its goods 

Secondly, the number of firms m an industry determines the 
extent to which the action of any one 13 felt by its competitors 
If one of a large number of firms m a particular industry increases 
Its share of the market the corresponding loss is borne by ma ny 
concerns, none of which may be affected seriously The expandmg 
firm does not have to consider the possibility that its advance will 
lead to powerful retaliation. 

In an industry consisting of a small number of sellers, on the 
other hand, the policy of any one may have to be framed with the 
possibility of effective retaliation well in mind, so that price- 
cuttmg, foi example, may seem a double-edged weapon Of 
course, this begs the question of defimng the industry and the 
market There may be a large number of firms producing not 
dissimilar articles within a so-called mdustry, but two or three 
may be in very much closer competition than the others because 
of the pattern of product differentiation On the other hand, 
competition between different producers of a uniform article may 
be broken up geographically by transport costs, the effect of 
distance being to create virtually separate markets each with its 
own price-level but withm each of which exists a handful of 
mutually-sensitive concerns 

The third respect in which the number of firms within an 
industry may influence business behaviour concerns the practical 
possibility of collusion between them The smaller the number of 
firms the easier is it for them to reach lastmg agreement over such 
matters as the level of prices, the geographical division of markets, 
the terms on which materials are bought or goods supplied and the 
measures to be taken to keep out new competitors When the 
number of firms is large the variety of business temperaments 
mvolved and the range of production costs at which different 
concerns can work profitably make agreement more difficult to 
reach, and collusion has to be formal, defection by the individual 
firm IS harder to detect and also more tempting for being relatively 
shght in Its effect on the rest of the industry and therefore less 
likely to bring retribution 

The situation in which the number of sellers is small is usually 
described m the techmcal language of economics as being one of 
oligopoly , that in which there is only one seller is that of monopoly 
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The monopolist, by definition, has no rival sellers to contend with 
and can set whatever level of prices is most profitable, bearmg m 
mind the elasticity of demand for his goods But there are few 
cases of so-called monopoly where the threat of substitution by 
another product does not limit the extent to which this power can 
be exercised. Both types of market are the subject of further 
consideration. 

THE NUMBER OF BUYERS AND THE EXTENT OF COLLUSION 

The effect on market behaviour of the number of buyers is the 
coimterpart to that of the number of sellers Where buyers are 
many and each small m relation to the market no individual 
buyer can influence the market price Where buyers are few and 
individually large in relation to the total supply the action of each 
has a correspondingly greater effect on the ruhng price The 
situation in which there is only one buyer is that of monopsony , 
this is a rare case and usually unplies that the buyer has a monopoly 
of his own product A nationahzed industry, however, may be a 
case in point, the British Transport Commission is almost the 
sole buyer of locomotives and rollmg-stock in this country and 
therefore has some measure of control over the pnces received by 
the suppliers of railway eqmpment, depending on the extent to 
which the latter can turn to overseas markets or to the production 
of other goods if the Transport Commission uses its bargaming 
power to depress profit margins unduly. 

The number of buyers wdl also help to determine the extent 
to which they can agree on a common policy aimed at usmg their 
joint power to force sellers to accept lower prices than would 
prevail in the absence of collusion In some industries dealers 
have been known to agree, for example, on the maximum prices 
they will offer on second-hand articles, especially those tendered 
in part exchange for new models, a device intended to prevent 
concealed price-cutting m the sale of new models In other 
industries leading employers may reach some agreement on the 
terms to be offered to key personnel. 

FREEDOM OF DEALING 

The degree of freedom of individual buyers and sellers to deal 
with whom they please may influence market behaviour in a 
number of ways Individual buyers may be restricted m their 
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ability to offer a high pnce for goods they urgently need or to take 
advantage of low prices offered by certain sellers , individual sellers 
may be prevented from offering low prices m order to expand 
their own sales. Restrictions on freedom of dealmg may be 
intended to mamtam quahty by keeping out unqualified or 
infenor producers, as in the case of the professions, or may have 
the object simply of limiting competition in order to maintain 
prices and incomes 

THE AWARENESS OF PRICES CHARGED 

In some markets, such as the orgamzed markets m certain 
commodities, the prices of most transactions are made known to 
all buyers and sellers , and the manufacturers of many widely-sold 
branded products attempt to enforce a publicly-known price for 
their goods Awareness of the prices at which transactions occur 
is necessary if freedom of dealmg is to lead to the development of 
a single market price for each type of good In certain types of 
market, such as those in antique furmture, prices may be formed 
by secretly-conducted bargaming matches between mdividual 
buyers and sellers , no buyer or seller may be certain as to the most 
favourable price that can be obtamed, and the same type of 
article may fetch different prices m different parts of the 
market 

Competition may also be blunted by the lack of complete 
awareness of comparative prices m another sense Some goods 
and services are sold on complex terms, or may promise benefits 
that are complicated or uncertam, so that a comparison of prices 
IS not easily made Certain forms of life-assurance policy, for 
example, come within this category, which 13 partly a matter of 
product differentiation. 

Paradoxically, however, secrecy of prices in the ordinary sense 
may be the means whereby agreements between buyers or sellers 
to hmit competition, or statutory restrictions on prices, are 
broken Even in the absence of complete secrecy, restrictions on 
competition may be evaded by disguised price-cutting, in the form 
of generous discounts on the purchase of large quantities or on 
cash settlement, or of ‘trade-m’ allowances and after-sales service 
Conversely, buyers may succeed m obtaimng larger quantities or 
ready dehvery of scarce goods by offering to buy at fancy prices 
auxiliary equipment, fittmgs, spares or other associated goods. 
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AIMING AT MAXIMUM PROFITS 

In economics theoretical models of market behaviour are often 
constructed to examine the working of certain assumptions 
regarding market processes, assumptions that are chosen because 
of their apparent validity in practice or because they present a 
limiting case of the complexity experienced in the real world. 
One of the assumptions long used in econoimc theory is that 
businessmen employ the resources of their business so as to 
maximize their profits 

In the real world the formation of business policy is more 
complex, and not just by virtue of the fact that busmessmen are 
human and may be as lazy as the rest of us or disinchned to pursue 
pecumary gam to the limit at the expense of leisure and habit or 
some conception of the wider social mterest What is of particular 
interest in the study of business operations is that m certain market 
conditions the pursuit of maximum profits is not easily interpreted 
and that the development of corporate industry has itself led to 
the elevation of other motives in the determmation of policy 

Contrast, for example, the industry making a uniform product 
and composed of a large number of firms with one m which there 
are only few firms and in which each values the goodwill of its 
customers In the former the fact that customers do not distinguish 
between one firm and another means that no firm has anything to 
lose, through the sacrifice of goodwill, by charging the maximum 
price the market will bear m the short run. Secondly, no individual 
firm would gain by chargmg less than this price for fear that the 
spectacle of high profits might attract new firms into the industry 
at the expense of its profits in the more distant future, because its 
own action can have no appreciable effect on the ruhng market 
price Thirdly, no individual firm need consider the effect of its 
own actions on the policy of its rivals. 

In the oligopolistic mdustry, in which the long-term goodwill 
of a firm’s customers is important, on the other hand, experience 
suggests that businessmen will often charge prices below those 
that would maximize their profits m the short run They will 
usually be more concerned with the fortunes of their concern m 
the long run and will be ready to sacrifice immediate profits for 
the sake of the loyalty of their customers Goodwill may be 
important in industries consistmg of a large number of firms. 



COMPETITION AND BUSINESS BEHAVIOUR 6l 

but It IS likely to be a most potent consideration where there is 
only a handful of rival concerns The goodwill of the government, 
which may threaten to impose price control in times of scarcity 
or to nationalize industries regarded as ‘exploitmg’ their cus- 
tomers, IS a similar consideration. 

Secondly, m both oligopohstic mdustries and those dominated 
by monopoly, price pokey may be conducted with one eye on the 
temptation presented by high prices and profits to other firms 
capable of invading the mdustry, so that prices may be pitched 
at a level at which entry mto the industry by other powerful 
concerns is deterred 

Thirdly, and this is the aspect of market behaviour that is most 
difficult to express m clear theoretical terms, the policy of the 
individual firm m an oligopohstic mdustry has to take into account 
the reaction of its rivals, so that business strategy may take on some 
of the characteristics of opposing forces in games or m warfare, 
in which the aim of maximizmg gams is no simple guide Just as 
the use of thermonuclear weapons may cause the utter destruction 
of one side m a total war, so may total warfare between a handful 
of concerns threaten the complete destruction of the losers and, 
mdeed, cause grievous damage even to the victor m the process, 
especially if, for the sake of ultimate victory, prices are driven 
down to very low levels in an mdustry m which fixed costs are 
heavy The alternative of the cold war has its business analogy, 
m which there is no overt price competition, except m times of 
great stress, competition being relegated instead to the sphere of 
quality of product and of sales pressure. 

Finally, the development of the jomt-stock company, whose 
management are rarely large shareholders, has given prominence 
to motives other than maximum profits Size of firm may be an 
even more influential standard of success than the level of profits, 
for the prestige of management and the range of power they 
exercise may reflect the scale of a firm’s operations rather than its 
profitability , and there is some evidence to suggest that executive 
salaries are more closely linked to size of concern than to profits 
As a result, firms may grow beyond the size most profitable to 
Its owners Because, beyond a certain point, the expansion of a 
firm within a particular mdustry may lead rival concerns to defend 
themselves by more vigorous competition or may result in the 
development of a monopoly position that is vulnerable to 
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government action, ‘empire-buildmg’ is more likely to extend the 
range of a firm’s products than to enlarge its output of any one 

THEORETICAL MODELS OF COMPETITION 
The single term ‘competition’ is obviously an inadequate 
description of market relationships, m view of the differences m 
both the nature and the mtensity of economic rivalry In order 
to simplify the task of analysing the complexity of business life 
theoretical models of different types of market situation have been 
developed m economics, based on different postulates regarding 
the aspects of competition introduced above It is not the object 
of this book, however, to explore the theories that have been 
constructed in this field The remainder of this chapter merely 
introduces briefly some of the chief constructions used and their 
application to the complexity of business hfe The main theoretical 
situations are 

Perfect or pure competition 

Imperfect or impure competition between many firms 

Oligopoly (and its counterpart on the side of buyers). 

Monopoly (and its counterpart on the side of buyers). 

PERFECT COMPETITION 

The postulates of perfect competition are a uniform product; 
many sellers and buyers ; no collusion between buyers or sellers , 
complete freedom of dealing and awareness of prices; sellers 
actmg to maximize profits Perfect competition is obviously a 
limiting case that is unusual in the real world , although approxima- 
tions are to be found in the case of several raw materials — ^natural 
rubber and wool, for example — and primary foodstuffs, the 
organized commodity and currencymarkets, and in tramp shippmg 
The essence of the model of perfect competition is the im- 
personal nature of the market Buyers and sellers can mdividually 
take the rulmg market price, of which there is only one, as given 
at any moment of time. For by hypothesis buyers are mdifferent 
as between different sellers at a umform price, and no single buyer 
or seller can influence the market price. The latter, at any moment 
of time, will be such as to equate supply with demand That is, 
the rulmg price will be such that the amount that buyers are 
prepared to take at that price will equal the amount sellers are 
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Willing to offer This is the ‘equilibrium’ price, and the market 
IS always in equilibrium, because, should the pressure of demand 
tend to exceed that of supply at any price, the latter will increase, 
stimulating supply and checking demand 

In the theory of perfect competition the market price moves 
according to changes in the pressures of demand and supply 
caused by alterations m tastes, m incomes, m the prices of com- 
petmg products, in productive techmques and in the prices of the 
factors of production used. Correspondmg to the concept of 
elasticity of demand is the elasticity of supply, that is the extent 
to which supply responds to a given change m price. If the 
pressure of demand increases, the degree to which prices and 
profit margins rise will be influenced by the elasticity of supply 
If supply IS elastic — ^if sellers are holding large stocks or if equip- 
ment is being used at below full capacity, for example — the 
tendency for prices to rise will bring forth a correspondingly large 
increase in supply, and so the rise m prices will be relatively 
smaller than m the case of inelastic supply. In the extreme case, 
in which supply is completely inelastic, the whole burden of 
adjustment is thrown on demand. If the latter increases, owing 
to a rise in buyers’ mcomes, for example, prices will rise by an 
amount sufficient to induce marginal buyers to curtail their 
purchases and so hold the value of total purchases m line with 
total supply. 

In the same way the effect of a change in supply, due for 
example to a rise in costs, will depend on the elasticity of demand 
If there are no substitutes and if the product occupies only a small 
part of the total expenditure of buyers, demand will be very 
melastic, and the greater part of the rise m costs may be passed 
on in the form of higher prices with little change m total output 
and profits If demand is elastic, on the other hand, less of a rise 
in costs can be passed on, so that output and supply ivill be 
decreased, at the expense of profits 

The distinction is usually made between short-run and long-run 
effects of changes m demand and supply. In the short run the 
number of firms in the industry and their capacity are fixed, if 
output IS increased, with a given state of technique and with given 
factor prices, average costs per umt will rise unless there is a 
wide range of output over which costs per umt remain constant 
In the longer run, firms can expand their capacity and economies 
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of scale may be obtamed, so that the rise in prices caused by an 
mcrease in demand may ultimately be retraced If there are no 
obstacles to the entry into the industry of new firms attracted by 
high profits, a rise in profit margms due to an mcrease m demand 
will eventually stimulate supply by leading to an mcrease m the 
number of firms as well, thus destroying part of the rise m the 
profits of existing firms Similarly, m the long run a fall m prices 
and profits due to a reduction m demand will be cushioned as 
margmal firms leave the industry As long as the ruling price, 
which to the individual firm appears to be fixed by impersonal 
forces, IS above average cost per unit of output, the firm will be 
making profits , the more efficient firms, with lower costs, wiU be 
earnmg larger profit margins and will have relatively large outputs 
This analysis gives a tolerably accurate picture of certain indus- 
tries, if relatively few m number But even in these cases reality 
may differ fundamentally from the model in the existence of one 
very large buyer or seller, usually a government agency actmg to 
influence prices Apart from this, some of the features of this 
analysis are apparent, particularly m the way m which frequent 
and sharp movements m prices and profits are characteristic of 
these mdustnes Demand is m some cases rather inelastic, in 
others, such as m agriculture, output may be melastic in the 
short run. The size of stocks is therefore often the crucial factor 
Price movements may be exaggerated or reduced by the effect of 
speculation Longer-term fluctuations are often the result of the 
fact that each producer knows that his own action has no effect on 
the ruling price and so disregards the possibihty that other 
producers may take similar steps to expand output m response 
to a high price As a result a high price may cause such a large 
mcrease in production after the time needed to bring new capacity 
to fruition that a fall in price of unexpected magmtude eventually 
occurs, perhaps leading producers to curtail output unduly, and 
so on 

IMPERFECT COMPETITION BETWEEN MANY FIRMS 
Theories of market behaviour constructed to deal with the 
situation m which there are many buyers and sellers but in which 
there is no uniform product are much less clear-cut. In these 
conditions sellers have some control over their own prices, for the 
existence of product differentiation means that sellers may receive 
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prices for their own goods that differ from those of competitors 
The operation of advertising and other forms of sales pressure 
introduces another complication, for it implies that the demand 
for any one producer’s wares is not independent of his total costs 

In this situation the individual seller can raise his pnces within 
some limits without losmg the whole of his sales , similarly, if he 
lowers his prices a httle he will gam custom, but he will not, as m 
the model of perfect competition, tempt all buyers to desert his 
rivals completely if their prices remain unchanged Thus, with a 
given level of sales expenditure, the individual seller faces a 
situation m which, if other producers do not change their own 
prices, rather more can be sold at a lower price than a higher one. 
In the theory of perfect competition the choice, to put it crudely, 
is that between all or nothing 

Theoretical constructions still retain the idea of a market 
equihbnum between supply and demand, but it is not, unlike the 
theory of perfect competition, maintained through the regulating 
action of prices alone Instead equilibrium is reached through the 
combined variation of product design and sales expenditure as well 
as of prices The postulate that producers act so as to maximize 
their profits leads to the tautology that this aim will be achieved 
by means of an optimum combination of price, product design 
and sales expenditure, a combination that will vary for individual 
producers 

In the real world there are many industries m which a large 
number of firms sell a differentiated product, but market behaviour 
varies widely Where differentiation is weak, similanties are to be 
found with the theory of perfect competition, where differentia- 
tion is sharp, the so-called industry is more akin to a number of 
industries each characterized by oligopoly or monopoly Even in 
the former case, however, there are often a number of significant 
differences from the behaviour postulated m economic theory 
The main difference is that prices tend to be much more rigid than 
theory would imply One reason is that the individual seller may 
not be in a position to judge just what increase in the volume of 
sales he would achieve by lowering his price Another is that he 
may regard price stability as necessary for maintaining the goodwill 
of his customers 

The individual seller may not, therefore, adjust his price to just 
what he thinks the market may bear, given his sales expenditure. 
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but may instead add some standard profit margm to his full 
average umt cost, or some mark-up to average variable cost 
designed to cover fixed costs and provide a profit This margin 
may reflect what the seller regards as a ‘fair’ profit or may have 
been conventional in the industry as a whole for some time 
Some economists believe this system of arrivmg at prices to be 
widespread, but we still have to ask three questions. For what 
level of output is average cost calculated ? What determmes the 
representative profit margin added to umt cost ? What is the 
range of profit margins within the industry ? 

The answer often given to the first of these questions is that 
unit cost IS calculated with reference to a ‘normal’ level of output 
Whether this reply is as vague as it sounds depends on whether 
average cost is constant over a wide range of output, in which 
case it may not matter which level of output is regarded as ‘ normal ’ 
as long as it is within that range The answers to the other two 
questions that have been elicited by investigations made into 
actual price-fixing methods suggest that ‘average-cost-plus’ 
pncmg IS not so rigid a practice as might appear , m the world of 
change, profit margins are in many industries adjusted under the 
stresses of changes in demand and in the force of competition 
Profit margins may vary within the multi-firm industry below the 
ceiling set by demand conditions, and individual firms earn 
different profit margins on different lines of output They will 
generally expect to earn a higher margin of profit on those goods 
in which they are innovators and those for which demand is 
inelastic, and steady profit margins on those which they regard as 
their ‘bread-and-butter’ lines 

In practice, it is true, small changes in the overall demand for 
this type of industry’s products often leave prices unchanged, so 
that profits are increased as a result of higher output alone Large 
and sustained increases, on the other hand, are correspondingly 
more hkely to raise profit margins and prices as well as output, 
and may eventually, as in the case of perfect competition, cause 
an expansion of the capacity of producers and an increase m their 
number, bringing prices and profit margins in the long run back 
nearer to the initial level, if the prices of the factors of production 
needed to provide the increase in output do not rise Changes on 
the side of supply, as m the case of a rise in costs, will have 
consequences that depend on how rigid is the practice of ‘ cost-plus ’ 
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pricing, if demand is elastic for the goods of the industry as 
a whole, exact adherence to a ‘normal’ profit margin would mean 
a correspondingly greater reduction m output than if the rise in 
costs were absorbed partly at the expense of profit margins per 
unit of output 

The effect of product differentiation may be to keep the 
number of firms larger than it would be in its absence and so, by 
making the average firm smaller than it would otherwise be, 
prevent the full exploitation of economies of scale The observa- 
tion has often been made that the apparently greater reluctance of the 
British consumer to accept standardization than his American coun- 
terpart has hindered the development of low-cost mass-production 
methods in this country But against this advantage of standardiza- 
tion must be set the desire on the part of consumers to express 
their individual tastes and the possible stimulus to technical progress 
that may arise from the existence of a variety of designs 

Some effects of the restriction of competition by collusion are 
discussed at a later stage. Here it may be noted that whether 
agreements to limit price competition succeed in raising profits 
depends on a number of factors, of which the most important are 
the possibility that new firms may enter the industry under the 
umbrella of high profit margins, and so keep down profits per firm, 
and the extent to which competition is diverted to costly sales 
expenditure or the provision of lavish ‘services’ to buyers 

INDUSTRIES WITH FEW SELLERS 

The number of firms in an industry may be small for a variety 
of reasons The most common is that economies of scale are 
sufficiently important to cause the most efficient size of firm to be 
large in relation to the extent of the market In industries like 
steel, motor vehicles, rayon and chemicals the large firm has a 
distinct advantage in the manufacture of the more standardized 
product New entrants to this type of industry are rare, being 
deterred by the risk attached to committing the very large sums 
of money that would be needed to construct plants of the size 
required Even if the would-be entrant has sufficient finance and 
techmcal skill, the possibility must be faced that a large proportion 
of buyers may through habit or some form of agreement be 
reluctant to divert their custom from existing firms. The cost of 
securing a foothold may be considerably increased by the necessity 
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for embarking on a vigorous advertising programme and for 
setting up an expensive selling organization 

The barrier facing new firms is particularly formidable when 
established concerns have efl^ective control over sales outlets or 
over the supply of some scarce but essential raw material In 
other cases the advantage possessed by existing firms may he in 
technical knowledge , it may be based on secret formulae relating 
to design or production teclmique, on the control of patents, or on 
special devices mtended to defeat new competitors An mdustry 
may be dominated by a few finms from its inception, or the 
number of firms may m time be reduced by mergers or by the 
acquisition of unsuccessful firms by the more prosperous concerns 
The tendency towards oligopoly has m several industries been 
hastened by government action intended to reduce surplus 
capacity or to strengthen trades agamst foreign competition 

In this field economic theory has a difficult task, for market 
behaviour depends on the objectives sought by the dommating 
concerns and their reaction to each other’s pohcy On both scores 
there are several possible courses open to oligopolistic business, 
and generalization may be dangerous What follows indicates the 
variety encountered in practice 

The gams to be derived from forcing existing competitors out 
of business may be very great; the successful firm may thus 
secure a monopoly in the industry or, by expanding its sales, reap 
the full benefits of large-scale production methods without 
achieving an outright monopoly position In the past, competition 
to this end has not been merely a matter of charging prices as low 
as can be reconciled with reasonable profits. A firm with large 
financial reserves might be content to operate at very low profit 
or even at a loss for a limited period, if the result of sellmg at 
unduly low prices was to drive its rivals out of the mdustry 
Alternatively, it might be prepared to spend sufficient amounts on 
advertising and other forms of sales pressure These forms of 
destructive competition have been aptly described as ‘cut-throat’ 


Stable Price Policy 

However, firms in an oligopolistic industry have often been 
reluctant to embark on vigorous competition, whether designed 
* In practice, however, this term is often only too readily used to describe 


any pnce-competitjon that makes life uncomfortable for relatively inefBcient 
producers 
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to destroy another firm or merely to secure a larger share of the 
market The ambitious business may have no way of knowing in 
advance how effective the reaction of its possibly more powerful 
competitors is likely to be and thus how costly may be the struggle 
for supremacy 

As a result industries dominated by a small number of large 
firms may operate along lines that are acceptable to all, especially 
to the dominating firm, whether or not agreement is formal. The 
practice of following the price-leadership of the larger firm has 
sometimes been accepted after a costly struggle , in return for the 
advantage of being able to take the initiative as to price policy, 
the larger firm may refrain from pressing its cost advantage to the 
full The predormnant firm may merely set itself the objective of 
maintaimng a certain share of the total market Prices may be 
formed on the basis of some ‘fair’ profit margin added to the 
average cost of the dominating concern or to that of what is 
considered to be a firm of ‘average’ efficiency, or the general 
level of profit margins may be set just below that at which outside 
firms are tempted to invade the industry 

Agreement or the logic of relative costs may confine smaller 
firms to the manufacture of non-standardized varieties of the 
industry’s product, leaving the field of goods suitable for large- 
scale production to their more powerful competitors This, 
indeed, is the pattern commonly to be found in oligopolistic 
industries , competition between large and small firms is moderated 
by their concentration on different types of product 

The fact that in this type of industry competition in price may 
be restrained does not mean that other forms of competition are 
necessarily absent Quality and design become focal points of 
competition, and the gains from innovation may be great 
Advertising costs may be kept up at high levels, and firms may 
vie with one another to establish a dominant sales orgamzation 
Competition is usually vigorous in the services offered to con- 
sumers , these may take the form, for example, of free delivery 
or maintenance, or the provision of spare parts at reduced prices 
Economists are often critical of competition in selling expenses 
or in service when it results from the reluctance of firms to 
compete m price Consumers may be given little opportunity to 
choose the level of sennces that they would prefer, many con- 
sumers might prefer to be provided with considerably less service 
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in return for paying lower prices Where price competition is 
restrained the diversion of competitive effort, to heavy advertising 
expenditure or to the maintenance of elaborate sales organizations 
that each firm finds necessary mainly because other firms in the 
industry so equip themselves, has been regarded by many 
economists as socially w'asteful Rivalry in sellmg costs m one 
form or another may prevent the potential economies of large- 
scale production from being passed on to consumers as lower 
prices and may levy a heavy charge on business profits The 
absence or restraint of price competition has been subject to strong 
criticism when it has been thought to mamtain the existence of 
mefficient producers whose survival is secured by preventing the 
more efficient concerns from operatmg at a level of output at 
which average cost is low 

The pattern of behaviour m oligopolistic industries has often 
proved unstable, and much depends on the sheer temperament of 
the businessmen involved Periods of price warfare, caused by 
low demand or changes in techmque, often follow quiescent 
times But by and large prices tend to be relatively stable in the 
absence of a general change in costs , each concern, for example, 
may be reluctant to reduce prices for fear that its competitors will 
react in a similar fashion and equally reluctant to raise prices for 
fear they will not An increase in demand is unlikely to cause 
prices to be raised unless it is large and sustained. "When produc- 
tion IS well below capacity a rise in demand may result in a fall 
in unit cost as fixed costs are spread over a larger output, it is 
thus even possible for prices to be reduced 

When demand exceeds the capacity of the industry long order- 
books are often preferred to high prices Possible motives behind 
this restraint have already been indicated Whatever the reason, 
prices may be held below the level at which supply and demand 
are in equilibrium, so that shortages develop and firms have to 
ration their customers. Voluntary price control is open to some 
of the objections that economists — ^and businessmen — often level 
at the control of prices by the government. It may prevent the 
supply of goods from moving to those customers who, as indicated 
by their wilhngness to pay higher prices, are in greatest need of 
them Pnces that are low m relation to demand encourage hoarding 
and the duplication of orders; the inducement to economize m 
the scarce commodity is blunted. Unofficial rationing may be out 



COMPETITION AND BUSINESS BEHAVIOUR 7I 

of alignment with customers’ needs, suppliers paying undue 
attention to the bargaining power of large and established cus- 
tomers Shortages result in lower efficiency and industrial 
rigidity 

Above all, the reluctance to take advantage of the opportunity 
of high profits may mean that the capacity of the industry con- 
cerned IS expanded too slowly, either because without high profits 
the financial resources of existing firms are inadequate to finance 
rapid expansion or because outside concerns are not attracted into 
the industry Thus what may appear to be the commendable and 
often public-spinted restraint by business m times of high demand 
IS not without Its possible social disadvantages Prices that are 
low m relation to demand may be most easily justified, however, 
when the rise m demand is thought to be temporary and when, 
high prices or not, supply cannot be quickly expanded 

Finally, firms in an ohgopolistic industry may be slow to 
expand capacity m response to an increase in demand Oligopo- 
listic industries are often those where the number of firms is small 
because expensive capital equipment is required for efficient 
operation, and high fixed costs expose a firm to substantial losses 
if demand falls The managers of oligopolistic concerns are likely 
to weigh carefully the expansion plans of their competitors and 
so may be highly conscious of the danger of excessive growth In 
the past these considerations have applied to some of the capital- 
goods trades — machine tools and shipbuilding, for example — and 
to the related steel industry, where severe fluctuations in demand 
were experienced in the mter-war years 



CHAPTER 6 

THE RESTRICTION OF COMPETITION 

MONOPOLY 

The word ‘monopoly’ is sometimes used loosely and m a pejora- 
tive sense, but it is mtended to be applied here merely as a neutral 
and technical description of a situation in which a single com- 
modity of a seller or service is faced with no important competition 
from sellers of the same product or near-substitute Whether a 
monopoly is desirable or undesirable in the public interest is a 
question to be considered later in this chapter Absolute business 
monopolies are rare, but important characteristics of monopoly 
may exist even where a single seller provides less than the whole 
supply, as long as his share of the market is large enough to give 
him undisputed control over the industry concerned The term 
monopoly can also for convemence be extended to include the 
institution of the cartel, through which a number of sellers agree 
to fix prices and production quotas 
A business may be a monopoly because of its exclusive control 
over the supply of some raw material, or it may estabhsh a 
monopoly position by virtue of the fact that production can be 
earned on efficiently only by plants of a very large size, which 
deters new entrants into an industry There are, however, few 
instances where private concerns have been monopolies from their 
inception , monopolies or neai -monopolies have usually been based 
on some type of combination between tlie few dominant concerns 
Mergers have generally occurred in periods when the existence of 
excess capacity at a time when trade was slack led to the emergence 
of acute competition. 

STATUTORY MONOPOLIES 

A monopoly may be conferred on a producer by Parliament 
From the reign of Edward III, if not earlier, the privilege of sole 
manufacture, or of sole importation, or of sole dealmg in some 
commodity, has from time to time been granted by the State 
Originally these privileges were usually conferred in order to 
encourage the development of some new trade or the introduction 
into the country of some mdustry practised abroad and may be 
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compared with the grant of patents and copyright The mstitution 
of the patent is not m itself the cause of monopoly, since the 
patented design may have to face the competition of others, and 
m the absence of patents designs and formulae would merely be 
kept secret In certain cases, however, the control of a group of 
related patents, like the possession of secret formulae, may be the 
basis of monopoly, especially if alternative designs can be ‘ blocked ’ 
by patenting all known modifications 
The reasons that have prompted Parhament to grant monopolies 
have been varied In the case of the Bank of England, for example, 
the pnvilege of monopoly was conferred in return for services 
rendered to the State A statutory monopoly may be created as a 
by-product of the State’s desire to secure some objective entirely 
divorced from economic matters, as, for example, xn the case of 
the British Broadcasting Corporation. The State has created 
monopolies for some industries, like railways, gas, electricity and 
water supply, that require such large amounts of fixed capital 
equipment that competition between different producers in the 
same area would involve a wasteful duphcation of plant 
Until the inter-war years, examples such as these almost 
completely exhausted the field in which monopohes were created 
by Parliament In 1922, however, appeared the first instance of a 
cartel agreement approved by Parhament m order to secure 
a different type of objective This was the Stevenson Rubber 
Scheme, which, following the post-war slump, was intended to 
raise the price of rubber to a profitable level by prescribmg 
maximum production quotas for plantations in Malaya and Ceylon 
In 1930 the Coal Mines Act was passed to achieve similar results 
in the coal industry Under the Agricultural Marketing Act of 
1933 the prices of hops, milk, potatoes and various other products 
were regulated by Marketing Boards intended to be representative 
of the industries concerned In 1936 an Act was passed to provide 
for the amalgamation of the fifteen companies comprising the 
country’s beet-sugar industry into the British Sugar Corporation 
Ltd , in order to strengthen the position of the industry against the 
competition of imported cane-sugar In most of these cases the 
creation of monopolistic or semi-monopolistic positions reflected 
the behef that, by raising the rate of profit m industries severely 
affected by the slump of the time, business activity w'ould be 
revived and social distress eased 
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Since the war, of course, certain important industries have been 
nationalized by the Labour governments of 1945-51 Underlying 
the Labour Party’s policy of nationalization has been the thesis 
that State ownership of certain so-called ‘basic’ industries, eg 
steel and transport, is necessary to give the government that 
degree of central diiection of economic affairs that the Labour 
Party regards as essential to the maintenance of full employment 
and to economic growth This economic philosophy stands 
alongside the political justification offered for nationalization, 
namely that it is required to achieve the economic equality that is 
at the centre of the Labour Party’s aims More specifically, 
State monopoly is regarded as desirable by the Labour Party m 
the case of those industries that are deemed inefficient or over- 
cautious, those with a history of bitter industrial relations and 
those dominated by giant concerns, which are seen as possessing 
a concentration of economic and political power incompatible with 
democracy. The policy of the Conservative Party, on the other 
hand, is based on the view that private ownerslup is generally 
essential to political freedom and economic efficiency, that the 
State can direct economic affairs without the creation of State 
monopohes, in which economic power may remain unduly con- 
centrated, and that the remedy for undesirable private monopolies 
IS State action designed to encourage competition or State regula- 
tion of prices The Conservative governments that followed the 
electoral defeat of the Labour Party in 1951, however, have left 
coal, railways and the Bank of England, to name the most im- 
portant cases, in State ownership 

THE POLICY OF A MONOPOLY 

Monopolies operating under government supervision are 
generally allowed to follow a policy that will earn them a reason- 
able rate of profit on capital employed or, as in the case of most 
nationalized corporations, are enjoined to balance current costs 
and revenue ‘taking one year with another’. Unregulated private 
monopolies may also forbear from exploitmg their power to the 
full, because of a sense of fairness, or because of the fear of 
incurring public or government hostility, or because of the 
monopohst’s desire to avoid tempting new firms into the industry. 

An uncontrolled monopohst can charge whatever price he 
pleases, but he cannot sell as much as he would like at whatever 
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price he chooses If a monopolist chooses a high price he must be 
content with a lower \olume of sales, depending on the elasticity 
of demand This applies to any firm, but the advantage of a 
monopoly lies in its ability, because of the absence of sigmficant 
competition within a certain range of prices, to choose a level of 
output and a price that provide profits higher than those earned 
in competitive industry It is by restricting his output and by 
raising his price to a level just short of that at which demand 
eventually becomes dangerously elastic that a monopolist earns 
high profits One further difference from the situation in a many- 
firm industry is that the monopolist may have to bear m mind the 
effect of his own scale of output on the prices of the factois of 
production he uses, so that by restricting output he may be able 
to keep factor prices low Against these tendencies makmg for 
the restriction of output, however, may be set the possibihty that 
a monopolist, unhke the individual member of a many-firm 
industry, may expand production in order to benefit from what 
would be external economies of scale in a many-firm industry 

DISCRIMINATING MONOPOLISTIC PRICES 
Price discrimination is the practice by which a seller charges 
different pnces to different buyers of exactly the same product, 
after allowing for differences in transport and selling costs For 
price discrimination to be possible two conditions must prevail. 
First, the seller must have some degree of monopoly power, in 
order to prevent those buyers to whom he sells at relatively high 
prices from transferring their custom to low-price competitors 
Secondly, a monopolistic seller must be able to sell his product in 
markets sufficiently isolated from one another to prevent it being 
bought in the cheaper market and resold in the dearei 

The discriminating monopolist may charge different pnces to 
different classes of buyers m the same locality, or he may charge 
different prices m different areas It will pay a monopolist to 
charge different prices in separate ‘markets’ when the conditions 
of demand are different; he can thus charge low prices in the 
market where higher ones would cause an unprofitable reduction 
in sales, without at the same time spoiling his other markets where 
higher prices are more remunerative Thus price discrimination 
is a means of charging ‘what the traffic will bear’ in different 
markets The ability of a discriminating monopolist to charge 



76 THE ECONOMIC BACKGROUND TO INVESTMENT 

high prices m the market where demand is relatively inelastic is 
one mcentive for him to separate his markets in this way Another 
IS that price discrimination may make it possible for a monopohst 
to raise his total output, and where he is able to spread expensive 
overheads as a result or to obtain economies of scale, price 
discrimination will appear particularly attractive 

One example of price discrimination occurs when producers 
attempt to sell their goods m foreign markets at prices below those 
they charge at home This practice of ‘dumping’, as it is called, 
IS particularly profitable where foreign demand m overseas markets 
is rendered very elastic by the existence of competition, but where 
demand at home can be kept inelastic by holding off foreign 
competition with the help of stiff import duty Needless to say, 
this device has aroused much resentment m mternational trade, 
and It has been less frequently used than before the war. 

THE CASE FOR AND AGAINST THE SINGLE-FIRM 
MONOPOLY 

The case for a single-firm monopoly is strongest where 
economies of scale result in lower costs if production is combined 
in the hands of a single producer A monopoly may also profit 
by full-capacity operation through ‘rationalization’, that is by 
closing down plants that would be run below capacity m conditions 
of many-firm competition Economies may also be obtained by 
concentrating each plant on a narrower range of products 

Outside the field of public utilities the question of whether 
monopoly may be more efficient than a multi-firm mdustry is 
controversial, and it is not easy to generalize The distinction 
must be made, for example, between the advantages of large firms 
and those of large plants A monopoly may consist of a number of 
large plants each of which is at its moat efficient size, and the 
pubhc interest might be better served by breaking up the monopoly 
into Its constituent units, providmg the advantages of both large- 
scale production and competition The case for competition is 
strong where there are no important economies in umfied market- 
ing or purchasing, and in those mstances m which the large size 
of a monopoly creates more problems for management than it 
removes by the absence of competition Whether monopoly is to 
the advantage of consumers if it secures its economies by reducing 
the vanety that would have prevailed in a freely competitive 
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industry is not easy to decide The argument in favour of competi- 
tion IS clearest when a monopoly consists of a very loose organiza- 
tion of separate units formed to exploit their combined bai gaming 
power rather than economies of scale 
A monopoly can take into account the external economies 
Ignored by competing concerns , it may be able to spend large sums 
on traimng skilled labour or scientific research workers that 
competing firms would be unable or unwilling to do because of 
their fear of losing part of the benefit of their own expenditure 
A monopoly may also gain by the pooling of knowledge that 
would be guarded jealously by competing concerns In this 
argument there is some force, but in itself it is not sufficient 
justification for monopoly, and certain benefits of this sort may 
be secured through the action of the State or trade associations 
Nevertheless, to many observers of the industrial world the 
great financial resources possessed by successful monopolies 
appear to be a source of technical innovation that smaller com- 
petitive firms could not afford to undertake In some industries 
only the largest concerns can risk the great sums on research and 
development on which the introduction and marketing of new 
products depend today, for only large firms can afford to set off 
what they gain on the roundabouts the substantial sums they may 
lose on the swings, so that the psychological and financial obstacles 
to innovation may be smaller in a monopolistic industry However, 
whilst the financial barriers to innovation may be reduced if 
competition is abolished, so may the incentive The arguments 
for and against monopoly in its effect on innovation and efficiency 
are neither clear-cut nor capable of universal application 
The contention that the existence of monopoly mtroduces a 
valuable element of stability into the economy is also open to 
dispute It has often been said that by preventing its prices from 
falling sharply during a trade depression a monopoly can maintain 
Its profits and therefore pay higher wages and higher prices for 
matenals and spend more on new capital equipment than a 
competitive industry could do It is certainly true that many 
monopolies have been formed during conditions of depressed 
trade, and there is no doubt that many a monopoly has succeeded 
m maintaining stability of prices during a slump But if it does so, 
the volume of its output, and therefore the level of employment 
it offers, might be lower than if prices had been reduced 
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The gams of a monopoly that does not have any special justifica- 
tion by way of techmcal efficiency or boldness are made at the 
expense of the customers that it charges high prices and the factors 
of production that it buys at low ones However, monopoly 
power is frequently unaccompamed by monopoly profits The 
large monopolistic concern may refrain from exploiting its ability 
to earn excessive profits for the sake of a quiet life, and to this end 
It may erect an expensive barrier to keep out competition by means 
that do not meet with public criticism, it may shelter behind 
heavy advertising or an expensive selling orgamzation or pay un- 
usually high wages and salaries In other cases the absence of 
monopoly profits may be explained by the fact that a large firm’s 
monopoly power is more apparent than real, owing to the existence 
of substitutes or powerful buyers 

The crux of the case against monopoly is not that the monopo- 
listic firm may earn high profits, although this is a legitimate 
cause for criticism if it is not the result of efficiency and innovation, 
but that It may be only too ready to rest content with a peaceful 
existence, safe in the knowledge that it cannot suffer heavy penalties 
for any failure to reduce costs and improve its products; the 
monopolist may be too complacent to make use of whatever 
advantages by way of research and rationalization his position 
affords him 

AGREEMENTS TO RESTRICT COMPETITION 

Some economists contend that the gap that has emerged 
between productivity in the USA and that in this country over 
the past eighty years is attributable partly to the fact that in many 
industries free competition in this country has been replaced by 
some form of restriction, whereas in the USA government 
legislation since 1890 has helped to maintain business hfe in a 
state nearer to that ‘full and free competition’ which it was the 
object of the Sherman Act of that year to secure 

Economists who applaud the existence of a more vigorous state 
of competition in the USA. find cause for concern m British 
busmess hfe not so much in those rare cases of single-firm 
monopolies, which may at least possess economies of scale, but 
in the more frequent occurrence of agreements between a number 
of firms to liimt competition in one way or another The most 
important of these concern the maintenance of minimum prices 
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Such agreements are not new, they existed m medieval England, 
when the associations of employers and craftsmen known as guilds 
were common, and they were widespread in the first stages of the 
industrial revolution. After the Napoleonic w'ars, however, the 
development of rail transport destroyed the protection that 
isolation had afforded local monopolies, and the rapid changes m 
industrial techmques were often responsible for breaking up 
monopolistic powers of both employers and craftsmen By the 
second quarter of the mneteenth century the effect of extensive 
industrial growth m a social climate in which the political 
philosophy of individualism had become acceptable was to 
establish unrestricted competition as the general rule, outside the 
field of the statutory monopolies like the railways. Agreements 
to limit competition had become unpopular, unnecessary and 
vulnerable. 

In the final quarter of the century restrictive practices once 
more became an important if not a dominant feature of the 
industrial scene The institution of limited liability and the 
economies of large-scale operation, consequences of the very 
industrial development that had begun by destroying monopolistic 
practices, combined to favour a pattern of industry in which 
oligopoly was becoming more common In some fields the 
development of the ‘holding company’, in which are vested a 
sufficient proportion of the voting shares of other firms to give it 
effective control, was the means by which large concerns could 
extend their influence, using the resources of their partly-owned 
subsidiaries to acquire control over a broadly-based pyramid of 
companies perhaps extending beyond the boundaries of a single 
industry The network of non-competitive industrial relation- 
ships could be extended without formal agreement to limit 
competition by the practice of interlocking directorates, with or 
without the support of an exchange of shares between companies 

The main stimulus to joint action was the acuteness of price 
competition in the years of relatively slack trade, particularly 
during the ‘great depression’ of 1874-86 By the outbreak of the 
Second World War the restriction of competition had been 
carried stiU farther By 1939 there were few manufacturing 
industries where unrestricted competition prevailed, and the 
tendency towards combination was strengthened by the war, for 
government departments encouraged the closer association of 
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businesses in order to meet the special requirements of a centrally- 
directed siege economy. 

Agreements to limit competition have been facilitated by the 
existence of trade associations, through the medium of which they 
may be enforced These, it must be emphasized, need not have 
been set up for such purposes ; most trade associations have been 
founded to further the common interests of their members m 
regard to negotiations with the government and trade unions, the 
exchange of professional or technical knowledge, and the main- 
tenance of standards of quahty The division between these 
functions and agreements to restrict competition, however, is not 
always easily drawn In the cable-making industry, for example, 
a report of the Monopohes and Restrictive Practices Commission 
in 1952* approved of the practice of co-operation to mamtam 
quality and to standardize the dimensions of cables But the 
Commission was more critical of the Cablemakers’ Association’s 
agreements ‘for fixing common prices, sharmg business m agreed 
proportions based on sales over previous periods, and, for mains 
cable, allocating orders and pooling profits’ 

Agreements to restrict competition merely to maintain profits, 
on the other hand, have generally been born in times of relatively 
unprofitable trade, especially in industries with large fixed costs, 
and It is not difficult to express sympathy for the objective of 
maintaining incomes in a slump But if, as is to be hoped, general 
trade depression can be mitigated by government pohcy, a large 
part of this case for the cartel is destroyed In any case, it is 
doubtful to what extent the widespread existence of cartels really 
helps to mitigate a slump, for prices and profits may be main- 
tamed only at the expense of output and employment 

When an individual industry is faced with a declming demand 
Its members may come to agreement to accelerate the process of 
contraction. The coal, cotton and shipbuilding industries before 
the war suffered from protracted excess capacity, as a result of the 
determination of individual firms to hang on m the hope of a 
return to better times, and but for which profits and wages might 
have been higher and average costs lower Various attempts were 
therefore made, m some cases with the spur of government en- 
couragement or assistance, to secure the reorgamzation of these 
mdustries into a smaller number of fully employed concerns. 

* The Supply of Insulated Electric Wires and Cables (H M S O , London) 
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These objectives are praiseworthy in industries where the 
alternative of prolonged losses and chronic insolvency is at best 
an uncertain and harsh remedy But even where agreements to 
hmit competition have been designed to facilitate such reorganiza- 
tion they have not always been followed by such action, and their 
methods have sometimes been open to criticism 
The restriction of competition tends to protect the mefRcient 
at the expense of the able The profits secured through the 
formation of a cartel set up to limit price competition rather than 
to achieve rationalization may not seem ‘excessive’, but this may 
be because the survival of the less efficient concerns means that 
the majority of firms are forced to operate well below full capacity 
Industries m which price competition is restricted are often those 
in which low output means high average costs, so that the main- 
tenance of excess capacity imposes a heavy charge on consumers. 
The cartel may be too generous to its less efficient members in its 
selection of what it considers to be a firm of ‘average’ efficiency 
by which a ‘fair’ profit margin is to be earned The allocation 
of production quotas to individual firms, usually decided by 
reference to a ‘base period’, results in an arbitrary rigidity of the 
industry’s structure, and the incentive to introduce improved 
products or methods is blunted Reporting on the rainwater goods 
trade, for example, the Monopolies and Restrictive Practices 
Commission remarked that ‘ the introduction of lower cost methods 
of production is retarded, since a manufacturer, after signing the 
Agreements, cannot count on the market expansion which lower 
costs have secured for him and which may be necessary to justify 
the commercial commitments involved’ * 

DEVICES TO LIMIT COMPETITION 
The restriction of competition has often been based on devices 
that have been regarded as socially undesirable in themselves One 
example is the ‘fighting company’ or ‘fighting brand’ designed 
to operate at a loss, and the ‘bogus mdependent’ or ‘competition 
company’ has also been used to conceal the existence of monopoly 
An even earher device was the use of price discrimination to 
destroy competitors The growth of the Standard Oil Company 
m the U S A , for example, was assisted at the end of the mne- 
teenth century by its abihty, derived from its size, to force the 
• The Supply of Cast Iron Rainwater Goods (H M S O , London) 
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railways to allow it to transport its oil at lower freights than those 
charged to competitors Another method is that whereby dis- 
tributors in some industries receive an aggregated quantity rebate 
on purchases made from members of a cartel or trade association 
within the year, irrespective of whether their individual orders 
afford economies of bulk handling In its extreme form the 
pressure on distributors or customers takes the form of ‘ exclusive 
dealing’ arrangements, which may also be forced on suppliers 
A company that is in a sufficiently strong position may be able 
to secure exclusive custom without the aid of rebates if it produces 
some article that is in great demand and without a substitute 
By the practice of ‘full-line forcing’ the supplier may be able to 
oblige his customers to buy their requirements of other goods from 
him alone, although these goods may be available from competmg 
sources 


Resale Price Maintenance 

A widespread and controversial practice is that of ‘resale price 
maintenance’, by which a manufacturer requires distributors to 
resell his goods at stated fixed prices oi at not less than stipulated 
minimum prices. 

In some trades resale price maintenance is intended to prevent 
the use of the ‘loss-leader’, by which some retailers sell popular 
goods below cost in order to attract customers into their shops 
to buy other articles It is held that the use of the loss-leader would 
result m the public’s having to pay more for these other goods 
bought in shops taking advantage of the practice, and it is con- 
tended that It IS in the interest of manufacturers to prevent the 
use of loss-leaders m order to avoid incurring the resentment of 
those retailers who refrain from indulging in the practice Manu- 
facturers of branded goods may also enforce resale price main- 
tenance because they fear that if some retailers sold their product 
at lower prices than others the pubhc might attribute to it a 
quality inferior to those goods whose prices were fixed. It is thus 
argued that the prestige of a proprietary article is bound up with 
maintaming fixed prices 

The supporters of resale price maintenance also believe that 
consumers generally prefer to know that they can get certam goods 
at the same price irrespective of the shop m which they are bought 
For certain types of article consumers do not seem to be prepared 



THE RESTRICTION OF COMPETITION 83 

to compare prices charged by competing shops until they have 
found the best bargain , m the case of cigarettes, beer and petrol, 
for example, which are bought relatively frequently at low umt 
prices, the decision on where to purchase may depend mainly on 
the mere proximity of a retailer In cases such as these, therefore, 
the manufacturer may believe that he can achieve the highest 
level of sales by mducmg the largest number of shops to stock his 
goods, irrespective of whether they are forced to charge a slightly 
higher price through being assured an attractive retail mark-up 
Moreover, the less capable are consumers of recogmzmg diifer- 
ences m the intrinsic merits of rival brands the greater appears the 
advantage to the manufacturer of persuading the greatest number 
of retaders to stock his products, the loyalty of retailers is thus 
substituted for that of consumers Resale price maintenance 
serves this end by offering the retailer a profit margm that he 
knows wdl not be undercut by more vigorous competitors Resale 
price mamtenance is always applied where distributors agree to 
stock only the goods of a certam manufacturer, as in the case of 
the ‘tied’ garage Fmally, resale price maintenance may be the 
means by which manufacturers in certain trades ensure that the 
retailers who stock their goods are able to offer a high level of 
service Until the Restrictive Trade Practices Act of 1956 manu- 
facturers m some industries, such as the motor industry, com- 
bined to enforce resale price maintenance, usually penalizing 
the price-cutter by the ‘collective boycott’ or ‘stop list’ By 
this means all manufacturers who were parties to the agreement, 
usually members of a trade association, would refuse to supply 
the distributor who had sold the goods of any one of them at 
below the stipulated price 

The critics of resale price maintenance assert that its general 
effect is to protect the inefficient retailer and to divert competition 
from price to that of service, which consumers, if given a free 
choice, nught not prefer By maintauung the existence of retailers 
who could not survive if price competition were free, resale price 
mamtenance leads to the existence of a larger number of shops 
and higher umt costs. The practice may in some trades hinder the 
development of more efficient forms of retailing, such as the 
cham-store and the self-service shop, which require a large turnover 
and therefore, it may be, low unit profit margins 

Whether the successful development of branded products really 
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depends on the practice is arguable, and some branded goods are 
not subject to any such provisions The unwillingness of manu- 
facturers to allow efficient distributors to sell at lower prices, 
based on their desire to retain the support of small retailers, has 
led some chain-stores to manufacture their own products, which 
are then sold at prices lower than those fixed for price-maintained 
goods The practice of resale price maintenance has sometimes 
been circumvented by distributors by means such as the provision 
of favourable terms for second-hand goods offered as part of the 
purchase price The benefits that resale price mamtenance brings 
to small shopkeepers may be reduced by the fact that competition 
may be diverted to the provision of services which the small 
retailer is in no position to piovide 

attitudes towards competition 

Apart from the fifty years spanning the middle of the nineteenth 
century it is probably fair to say that the general pubhc attitude 
has always been to accept some degree of restraint m competition. 
From the early days of commerce vigorous price competition has 
often been regarded as being detrimental to craftsmanship, and 
producers have been at pains to express their ‘identity of interest’ 
and to consider ‘excessive’ or ‘unfair’ competition as both selfish 
and harmful to the interest of their trade ‘as a whole’. 

The climate of opimon may be based on considerations that 
are not easily susceptible to econouuc analysis Competition as a 
form of human behaviour may be condemned by some as the 
expression merely of ‘selfishness’ and ‘greed’ and may be con- 
trasted with the ideal of ‘social harmony’, a view of the world 
that IS often taken by those who see nothing but ‘chaos’ in the 
competitive economy as opposed to the ‘ order ’ to be secured by 
‘rational planmng’ Technical change has almost always been 
resisted by those groups who have feared its consequences , and 
the restnction of competition, even at the expense of checkmg 
innovation, has been regarded with benevolence in times of 
depressed trade 

Economists who value competition for the spur that it applies 
to economic development also do so, as a rule, because m an 
economy dominated by monopolies or monopohstic combinations 
there can be little scope for the individual imtiative that is valuable 
for Its own sake, and political liberty may be weakened In the 
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opmion of economists to whom competition, in its widest sense 
of meanmg freedom of action for both producers and consumers, 
does not appear merely as the expression of selfishness, it is the 
existence of change that gives rise to those problems that appear 
to be solely the result of some fundamental discord in society 
The balance of interests between different groups is bound to be 
disturbed periodically as the course of economic development 
favours first one and then another Unless the prevention of 
change is generally acceptable the tendency for monopolistic 
practices to resist change may create only the temporary illusion 
of stability and harmony, compressing what might otherwise be a 
continuous and comparatively temperate adjustment into con- 
centrated and explosive reactions as the bonds of monopoly are 
finally broken 

The unfortunate choice of the words ‘perfect’ and ‘imperfect’ 
as applied by economists to competition should not be interpreted 
to convey a contrast between a desirable and an undesirable type 
of business behaviour The imperfection of competition due to 
the variety of products that the modern economy showers upon 
its members is generally welcomed rather than deplored, and the 
productivity attained in industries where economies of scale leave 
room only for a small number of firms is not usually a cause for 
regret , it is in the field of oligopoly that technical innovation is 
often most eagerly pursued The imperfections caused by the 
geographical isolation of some markets or by ignorance on the 
part of consumers are facts of economic life, but not incapable of 
being influenced by improvements in transport, m education and 
in laws relating to advertising The important thing is that forces 
of competition should be free to act as a spur to innovation and 
efliciency and to operate so as to shift resources in the right 
direction , in a complex world of continual but barely predictable 
change this is a tremendous achievement 

That some firms may make ‘abnormal’ profits is both inevitable 
and desirable It is inevitable because the adjustment to changes 
in demand and costs cannot be instantaneous, and the frequency 
of change may prevent the theoretical ‘long run’, in which profits 
are forced nearer to ‘normal’ levels, from ever being attained; it 
IS desirable because in a competitive economy the attraction of 
abnormal profits is a stimulus to effiaency and innovation and the 
mamsprmg that sets the economic mechamsm in motion to shift 



86 THE ECONOMIC BACKGROUND TO INVESTMENT 

resources to where they can be of the greatest social value at the 
least cost It follows that the possibility of loss is also part of a 
properly functioning competitive economy, which is not just a 
profit but a profit and loss system It is because the economist 
regards the incurrence of loss, at a time when the economy 
generally is prosperous, as a necessary penalty for mefficiency and 
the misuse of scarce resources that his valuation of the social 
benefits of free competition is so often different from that of the 
mdividual businessman or employee 

But among neither economists nor busmessmen is there 
unammity as to the exact degree of competition that is needed to 
achieve the efficiency, the growth and yet the stability that are 
now generally expected from the modern industrial economy 
Some are inclined to discount the adverse effects of monopoly 
and restrictive business practices, because they regard them as a 
price that must be paid to obtain the benefits of private ownership 
and large-scale business or because they believe that, in the 
absence of government support, monopolistic behaviour will be 
limited in extent and temporary in duration 
On one view certain types of monopoly and restrictive practices 
are a form of ‘insurance’ necessary where large-scale businesses 
face large-scale risks that might discourage heavy capital invest- 
ment and costly development projects in the absence of some 
limitation of competition It is sometimes argued that some 
restraint on competition may actually speed up the pace of 
economic growth — ‘there is no more paradox in this than there is 
in saymg that motor cars are travelling faster than they would 
otherwise do because they are provided with brakes ’* 

On this view certain tendencies towards monopoly are seen not 
as the enemies but as the alhes of economic change, whilst in 
turn the power of monopoly is eventually limited by the process 
of change itself. The attraction of high profits tempts busmessmen 
into paths that lead to innovation and the emergence of ‘pioneer’ 
monopolies based on new products or techniques, these may 
destroy entrenched positions that in turn had previously been built 
on the rums of formerly secure businesses, ‘This process of 
Creative Destruction is the essential fact about capitalism ’f This 

•Joseph A Schumpeter, Capitalism, Socialism and Democracy (Harper & 
Brothers, New York) 
t Schumpeter, op at 
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assessment adopts a tolerant and even benevolent attitude towards 
the role of the monopoly established through the power of a new 
production technique, a new form of organization or a new product, 
even if achieved by the aid of methods that in themselves seem 
undesirable , but it is not an opinion that can be applied to those 
forms of monopolistic practice that resist change 

The power of a monopoly or dominant concern may also be 
hmited by the opposition of equally large and powerful organiza- 
tions In the Umted States the giant U S Steel Corporation is 
faced by the powerful General Motors Corporation , the influence 
of the large food processors and packers is limited by the equally 
large chain-stores through which they have to sell, while m 
general the powerful trade unions and the employers’ associa- 
tions offset one another Whether or not any inherent tendency 
can be discerned in the capitalist economy for large organiza- 
tions to develop in self-defence against the power of others, it is 
certainly true that the ability of a large concern or combination to 
exploit Its position may be checked by the existence of ‘counter- 
vailing power’ To some observers it is through this rather than 
through the more traditional forms of competition within the 
same industry that the most important checks and balances now 
operate 


GOVERNMENT POLICY 

An analysis on these lines, however, leaves unanswered the 
question of just what policy should be adopted by the State in 
regard to single-firm monopolies or restrictive practices. Some 
economists mamtain that government policy itself has been the 
most important cause of the conditions in which monopoly 
positions remam unchallenged The encouragement of trade 
associations m wartime has already been mentioned, and so has 
the blessmg given to rationalization schemes during the mter-war 
slump. The imposition of import duties or quotas, too, operates 
over a much wider field to limit competition from overseas that 
would otherwise be present as a continual threat to monopoly, 
and the high level of personal and company taxation may be an 
important obstacle to the growth of new businesses If govern- 
ment pohcy did not so frequently have the effect, deliberately or 
otherwise, of bolstering monopolistic positions, it can be argued, 
their existence might be precarious enough to be ignored. The 
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position of the cartel or looser combination might be particularly 
insecure , restrictions on their competitive power are irksome to 
low-cost producers; and competition can be disgmsed in many 
ways 

Nevertheless, perhaps the majority of economists and both 
Labour and Conservative governments have come to support the 
view that State action m this field should not be limited to 
refraining from policies that assist monopoly Attention has been 
concentrated on the spur that competition can apply to efficiency 
and innovation and m particular on the limitations imposed on the 
producer of efficiency and initiative by the devices used to restrict 
competition. 

However, sweeping generalizations command httle support A 
de&ution of the ‘public interest’ that can be applied to the 
variety of conditions in which industry operates is not easily 
formulated. Above all, it must be admitted that, whether or not 
the ‘public interest’ can be satisfactorily defined, it may be 
extremely difficult to prove that, out of a multitude of perhaps 
vague and conflicting possibilities, a particular practice will on 
balance have effects in the future that are either clearly favourable 
or detrimental to it 

RESTRICTIVE PRACTICES AND THE LAW 
IN BRITAIN 

Since the middle of the nineteenth century until quite recently 
the legal protection of the commumty from monopoly rested 
largely on the common law, under which absolute monopoly was 
illegal and contracts ‘in restraint of trade’ had generally been 
void as being contrary to ‘public pohcy’ As the years passed, the 
common law came to be interpreted by the Courts with increasing 
liberality Absolute private monopolies, complete, permanent and 
countrywide, are rare, and, broadly speaking, by the nmeteen- 
thirties the Courts were generally prepared to enforce contracts of 
trade if ‘restraint’ could be shown as being ‘reasonable’ as 
between the contracting parties and, where a third party suffered 
injury as a result, not founded on malice. By and large the Courts 
came to regard the sanctity of contract and the right of employers 
and traders to protect their own inteiests from competition as being 
sufficient justification for agreements in restramt of trade and 
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would not explore the wider economic consequences of the restraint 
of trade for the public interest 

The Monopolies and Restrictive Practices Commission 

In the inter-war years opinion hardened in favour of the 
estabhshment of some specialized body to consider the economic 
aspects of restrictive practices passed over in the operation of the 
common law, but it was not until 1948 that the first general step 
back to the statutory protection of the public interest from the 
possible evils of monopolistic practices was taken In that year 
the Monopolies and Restrictive Practices (Inquiry and Control) 
Act set up a Monopolies and Restrictive Practices Commission, 
whose duty it was to investigate and report upon cases referred 
to It by the President of the Board of Trade 

By the end of 1957 the Commission had issued reports on some 
fifteen cases, one of which, on Matches and Match Machinery, 
related to a single-firm monopoly In this the main recommenda- 
tion of the majority report was the imposition of price control 
The Commission felt monopoly to be ‘probably the natural 
organization of this trade’ 

The general attitude of the Commission proved empirical; 
practices that it condemned in some industries it approved in 
others In general, however, the Commission deplored practices 
that imposed restrictions on entry mto any field of business 
activity Devices such as exclusive dealing arrangements, trade 
association rebates and the use of ‘fighting companies’ were 
condemned as having little purpose but to prevent outside 
competition, and the Commission also viewed with disfavour 
resale pnce maintenance supported by collective boycott Agree- 
ments between manufacturers to fix minimum prices, on the other 
hand, were regarded by the Commission as not harming the public 
when they were associated, for example, with the exchange of 
techmcal information or with the maintenance of quality Where 
a combination of sellers was or could be faced with an equally 
powerful orgamzation of buyers, the Commission was disposed 
to look to the effect of countervailing power to safeguard the 
public interest — it recommended, for instance, that the Central 
Electricity Authority, the Admiralty and the G P O should cost 
the factories of the Cable Makers’ Association in order to negotiate 
‘fair’ prices. 
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In 1955 the Commission issued its first general report, that on 
Collective Discnimnation * The report covered collective dis- 
crimination by sellers and buyers, resale price maintenance and 
practices that are supported by preferential treatment — discounts, 
rebates and exclusive dealing arrangements^ — or by collective 
penalties It declared that the general effect of such practices was 
against the public interest It found that in most cases these 
devices were not necessary to secure whatever desirable results 
they were ostensibly intended to achieve, and it concluded that 
the general tendency of such practices was to ‘lead to the creation 
of a privileged group subject to relatively httle outside competi- 
tion’ and to deter manufacturers and traders from experiment 
and innovation The majority report of the Commission recom- 
mended outright prohibition of these practices, subject to certain 
exceptions A nunority group, on the other hand, was unwilling 
to agree that the evidence put before the Commission justified 
‘so sweepmg a condemnation’ and proposed instead that such 
practices should be made subject to registration and mdmdual 
cases prohibited if then found to be against the pubhc interest 

The Restrictive Trade Practices Act, 1956 

The Restrictive Trade Practices Act, 1956, which apphes only 
to the production or supply or processing of goods, implements 
the main proposals of the minority report Under the Act a 
Registrar of Restrictive Practices is charged with mamtaming a 
register of agreements subject to registration The Board of 
Trade names the classes of restrictive agreements which contract- 
ing parties must register The Act also sets up a Restrictive 
Practices Court to which agreements may be referred by the 
Registrar, on the order of the Board of Trade, or by a person 
contestmg their validity Such agreements may be declared void 
if they are deemed contrary to the pubhc interest, and they are 
deemed to be so unless the Court is satisfied that certain circum- 
stances apply, e g that the restriction is reasonably necessary to 
protect the pubhc against physical injury Under the Act agree- 
ments for the collective enforcement of resale price maintenance 
are prohibited, but an individual supplier remains able to enforce 

* Collective Dtscnmination A Report on Exclusive Dealing, Collective Boycotts, 
Aggregated Rebates and Other Discriminatory Trade Practices (H M S O , 
London, 1955) 
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conditions of resale. The Act confines the functions of the 
Monopolies Commission to the investigation of single-firm 
monopolies, of the result of restrictive practices for exports and of 
the general effect of restnctive practices. 

The 1956 Act IS less ambitious than the legislation of the 
Umted States , it represents a logical extension of the philosophy 
of the 1948 Act in seeking to build up a body of case law that will 
serve as a guide to busmess policy Like all such forms of negative 
legislation, however, it cannot force businesses to compete freely 
in those industries where agreements to limit competition are 
informal or where competition is restricted without any agreement 
at all 



CHAPTER 7 

THE MARKET FOR LABOUR AND 
TRADE-UNION ACTION 

Only a brief reference to some of the mam features of the labour 
market can be made here The machinery of wage negotiation 
and settlement varies from industry to mdustry Out of a total of 
22 million wage- and salary-earners in 1957, about million 
were organized in trade umons, covering wage-earners in most of 
industry, transport and distribution. In this field mimmum or 
basic wage-rates are negotiated mainly by collective bargaining 
between trade unions and employers’ organizations Wage-rates 
are still influenced by market forces of supply and demand, but 
the degree of competition between individual employers and wage- 
earners is limited, and strike action, or the threat of it, has become 
a potent factor 

In certain industries wage negotiation is carried out through 
the medium of Joint Industrial Councils, consisting of representa- 
tives of employers and employees, they provide a means of dis- 
cussion on matters such as welfare and safety as well as wages and 
hours of work Joint Industrial Councils, which arose out of the 
report of the Whitley Committee (Committee on Relations between 
Employers and Employed) in 1918 and are thus sometimes 
referred to as Whitley Councils, operate in the field of central and 
local government and in flour-milhng, wool textiles, prmting, 
cheixucals and shipping, for example In certain other trades 
wages are settled through the machinery of Wages Councils, 
which before the Wages Council Act of 1945 were described as 
Trade Boards These were set up to protect the interests of 
employees in a number of mdustries where trade-umon orgamza- 
tion was weak, mainly m industries consistmg of a large number of 
small concerns The Councils are appointed by the Mimstry of 
Labour and include independent members as well as representa- 
tives of both sides of mdustry The Councils decide nummum 
wage-rates, which are legally binding if confirmed by the Minister 
of Labour , they operate m retail trade and in the clothing mdustry, 
and in the chocolate and tobacco trades, where a number of large 
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firms predommate In some industries, e g building and footwear, 
wage-rates are adjusted according to an agreed sliding-scale if 
retail prices change 


MARKET FORCES 

On the side of demand, the wage-rates that busmess employers 
are prepared to pay depend on the contribution they expect 
different quantities of each type of labour to make to the profits 
of their businesses The market productivity of labour reflects 
both the increase in physical output obtainable by adding to the 
quantity of labour employed and the value placed on that output 
by buyers, so that the demand for labour is a derived demand 
The pattern of wage-rates is determined not by the total produc- 
tivity of different classes of labour but by their marginal produc- 
tivity Manual labourers as a whole may be indispensable to the 
economy , but if one manual labourer were removed the loss of his 
services, as assessed by those who pay for them, would be smaller 
than that incurred if one engineer less were to be employed 

The demand for different types of labour at different wage- 
rates IS influenced by the possibility of substitution between them 
at the margin and by the possibility of substituting other factors 
of production — capital or land — ^for labour that becomes relatively 
expensive Other things remaining unchanged, the lower the 
wage-rate the more of a particular type of labour will find employ- 
ment, reflecting the elasticity of demand for it The latter will be 
influenced by the possibilities of substitution, the proportion of 
total costs represented by the labour concerned, and the elasticity 
of demand for the goods or services which it helps to produce 
Whether more labour in the economy as a whole will be employed 
at lower rather than higher wage-rates is a different question that 
IS deferred to a later chapter 

The conditions on which labour will be supplied depend both 
on the abihty and the willingness of workers to undertake different 
forms of work. The country’s social and educational structure 
and its trainmg facihties determine the potential supply of labour 
of different degrees of skill, and the attitude of individual workers 
to different occupations will reflect their assessment of relative 
‘net advantages’, including subjective factors as well as wage- 
rates and other terms of employment, such as conditions of work 
Certam types of unpleasant or arduous work do indeed earn low 
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wage-rates, but this is because the work concerned is unskilled 
As unskilled labour is relatively plentiful, the contribution of the 
marginal unskilled worker to production is relatively small, owing 
to diminishing returns 

Generally, more of a particular type of labour will be supphed 
at a high wage than a low one, high wages mducing workers to 
give up leisure for overtime working and shift from other jobs, 
and attracting a larger number of women into the labour force 
On the other hand, a rise in wage-rates beyond a certam level, 
particularly in those occupations where work is arduous or un- 
pleasant, such as coalmining, may lead workers to feel that they 
can afford to work fewer hours and increase their leisure instead. 

The supply of a particular type of labour, or the supply of 
labour to an individual industry, will generally be more elastic 
than the supply of labour as a whole In the short run the flexi- 
bihty of the supply of labour to an industry may be a matter of 
the willingness of the workers concerned to work overtime, but in 
the longer period the important consideration is the ease or 
difficulty of inducing workers to transfer from one trade or industry 
to another. The mobility of labour is of profound importance to 
the flexibihty of the whole economy. Mobdity of a particular type 
of labour may be fairly high within a limited area, for there is 
generally a continual turnover from firm to firm The important 
obstacles to mobility, however, he in the transfer of labour from 
one district and from one type of trade to another, obstacles that 
are both psychological and material 

If there were ho restrictions on competition between employers 
or workers, wage-rates would fluctuate according to the pressures 
of supply of and demand for each type of labour. As in the field 
of busmess behaviour, a theoretical model of perfect competition 
could be constructed in which there would always be a wage at 
which all workers seeking employment in a particular trade or 
industry would be given jobs , wage-rates there would fall under 
the force of unemployment until all employers were induced to 
take on those offering themselves for work, or would rise until the 
demand for labour by employers was satisfied Whether full 
employment in the economy as a whole would necessarily be 
maintamed by fluctuating wage-rates is another matter, what is 
true of the part may not be true of the whole, and the question is 
considered at a later stage 
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SOME EFFECTS OF COLLECTIVE BARGAINING 

As a result of collective bargaining, however, wage-rates are 
much more rigid than this, at least as far as the possibility of a 
fall m wage-rates is concerned Under the surface of wage 
negotiations there is, it is true, more flexibility than might appear 
at first sight , competition for labour extends to matters other than 
wage-rates , overtime and bonus arrangements can be varied, and 
in times of labour shortage wage-rates above the minimum may be 
ofi^ered But the extent to which effective wage-rates can fall m 
an industry suffermg from declining demand is hmited, so that in 
this situation the success of trade-union action m maintaining the 
level of wage-rates may be obtained only at the expense of un- 
necessarily depressing the level of employment in that industry. 
In the same way, if a trade umon succeeds in raising wage-rates 
above a certain level the result will be to cause unemployment in 
the industry concerned, depending on the elasticity of the demand 
for labour 

Trade umons developed in the mneteenth century with the 
prime object of protecting wage-earners against what they con- 
sidered to be the superior bargaining power of employers, with 
their greater mateiial wealth But it would be extremely difficult 
to assess the extent to which collective bargaining has succeeded 
in raising the general level of real wages above what it w'ould have 
been m its absence , in prosperous times free competition between 
employers would lead them to bid up wage-rates even if there 
were no trade umons In industries dominated by monopoly, on 
the other hand, it is indeed probable that trade-umon action can 
lead to higher wage-rates than would otherwise be obtained, and 
without causing a fall in the number of workers employed. Apart 
from this, however, the question is not easily answered , although 
it may well be that by makmg employers more conscious of the 
advantages of installing capital equipment the pressure for higher 
wages has tended to accelerate the long-term growth of national 
output But against this stimulus must be set the effect of restric- 
tive trade-umon practices in discouraging employers from 
purchasing equipment that is costly unless fully utilized 

Trade-umon action can and certainly does alter the pattern of 
wage-rates between different occupations Strong unions can 
obtam high wage-rates for their members at the expense of other 



g6 THE ECONOMIC BACKGROUND TO INVESTMENT 

unions, -whose members are thereby obliged to pay higher prices 
for the goods they buy Certain trade umons are able to strengthen 
their bargainmg power by the enforcement of strmgent apprentice 
regulations or by obhging employers to accept a ‘closed shop’ 
If, as a result of the pressure for high wages m these strongly 
organized trades, workers are displaced and therefore compete for 
jobs in other industries, wage-rates in the latter tend to be 
relatively depressed as the very consequence of the success of the 
stronger unions 

However, in the conditions ruling since the war, at least, the 
determination of wage-rates has not been decided merely on the 
basis of the short-term self-interest of employers and trade unions 
The operation of the machinery of arbitration — the Industrial 
Court, the Industrial Disputes Tribunal and ad hoc boards of 
arbitration — ^has tended to create an atmosphere m which ‘justice’ 
and ‘fairness’ have been appealed to as factors in their own right 
worthy of equal treatment with ‘economic’ considerations. The 
case for wage increases submitted by trade umomsts has not been 
based on purely market factors such as a shortage of labour or 
an increase in labour productivity in a particular trade The most 
frequent argument submitted m support of a wage claim has been 
the ‘necessity’ for wage-rates or earmngs to keep pace with the 
increase in the cost of living, without any clear analysis of the 
economic effect of a rise in wage-rates m the industry concerned , 
the assumption has generally been made, explicitly or otherwise, 
that the ‘necessity’ for maintaimng the purchasing power of 
wage-earners is a moral as well as an econoimc one Secondly, 
reference has sometimes been made to the ‘necessity’ for main- 
taimng the standard of hving of a particular group of workers at a 
level regarded as ‘proper’ in view of their social or professional 
status Thirdly, wage claims have often been submitted to main- 
tain or restore a pattern of relative wage-rates regarded as desirable 
Skilled workers in a particular industry might seek to maintain a 
certain margin over the earmngs of unskilled employees within 
the same industry, clerical or administrative workers in a range of 
industries might demand a certain relativity with the earnmgs of 
civil servants, for example That changes in such ‘differentials’ 
may have desirable or undesirable economic effects — for example, 
in influencing the supply of skilled as opposed to unskilled 
labour — is undeniable, but econoimc factors may be relegated to 
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the background of such wage claims, in which the force of custom 
IS usually strong 

The influence of trade umons cannot be assessed in relation to 
their effect on wage-bargaining alone. They have become a 
valuable feature of the operation of large-scale modern mdustry , 
they facilitate joint consultation on working conditions, and wage- 
earners may derive satisfaction from membership of a trade union 
as an expression of group loyalty, and through the medium of 
umon subscriptions welfare benefits may be financed 

Perhaps the most controversial aspect of trade-umon action has 
been not so much the desire to secure higher earnmgs as the 
means which unions sometimes use The weapon of the strike is 
abused if drawn on in order to fight on minor issues which in a 
more sensible mdustrial world could be settled by discussion, and 
one symptom of this has been the frequent occurrence of unofficial 
strikes and those set off by mter-umon disputes Restrictive 
practices encouraged or tolerated by trade unions, although 
understandable in times of economic depression, are just as much 
against the interests of the country as a whole as many such 
practices pursued by employers The unwillingness to accept the 
introduction of labour-saving machines except on uneconomic 
terms regarding the number of workers to be employed with 
them, the discouragement or open boycott of men who work ‘too 
hard’, the undue restriction of the supply of apprentices, the 
rigid insistence on ‘demarcation’, by which certain jobs may only 
be performed by specified workers, these practices are out of 
harmony with a progressive economy in full employment and 
facing the opportumties as well as the challenge of change In 
slowmg down the growth of national output they ultimately 
conflict with the interests of trade-union members themselves. 
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GOVERNMENT POLICY AND 
THE PRICE MECHANISM 

The operation of monopoly and restrictive practices is one way in 
which the working of the price mechamsm as a guide to what 
should be produced and as a spur to efficiency and innovation may 
be frustrated The object of this chapter is to introduce briefly 
other matters in which government intervention may be needed 
to supplement or modify the operation of the price mechamsm 
within the framework of a predoimnantly private-enterprise 
economy. 

PRIVATE AND SOCIAL COSTS AND BENEFITS 

To the extent that consumers and producers take into account 
only costs that they alone incur and benefits that they alone 
receive, which we can describe as private costs and benefits, the 
price mechamsm may fail to register the costs incurred and the 
benefits received by society at large, which we can call social costs 
and benefits The mabihty of competmg firms to take into account 
external economies of scale is one example of the possible diverg- 
ence between private and social costs or benefits Another is that 
of the factory-owner who does not mclude in his costs the effect 
that the smoke of his plant produces on the surrounding district 
Sod erosion and the denudation of forests are other examples. 
We can extend the category to include owners of private property 
who may not take a long-enough view of the future needs of the 
community m considering at what rate to use up natural resources 
But this IS an argument that is often ovenvorked, the value of 
private property reflects its future and not just its current earning 
capacity, and private owners are usually concerned to maintain 
the value of their property by good husbandry, at least when it is 
marketable 

Expenditure will not be undertaken by private enterprise if it 
IS not considered to yield an adequate profit. Nevertheless, some 
projects that do not yield a profit may be worth undertakmg on 
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behalf of the community if the benefits they bestow are spread 
beyond those who could be induced to meet their cost as a private 
venture A classic example is that of the lighthouse, there is no 
way in which the private builder of a lighthouse can collect pay- 
ment from all those whom it benefits Most lighthouses could 
therefore be built by private enterprise only at a loss. Nevertheless, 
lighthouses are worth constructing by the community, whose 
members are taxed to pay for their cost Other cases include 
defence, education, the enforcement of law and order, fire services, 
and public libraries and parks 

Where private and social costs and benefits do not coincide, 
there is a prima-facie case for State mtervention m the economy 
Many such problems, however, are border-lme cases and arouse 
controversy because they call for pohtical judgement Support 
for State mtervention is far from unammous in the case of educa- 
tion, social insurance, health and town-planmng. In these there 
are no simple rules by which economics can show whether State 
action is justified Least of all is it possible to generalize as to the 
type of government intervention that may be required and to what 
degree 


METHODS or STATE INTERVENTION 
The State has a choice of methods by which to intervene in 
economic affairs Compulsion is one. The emission of ‘dark’ 
smoke from factory chimneys, for example, has been made an 
offence. Alternatively, the government may attempt to secure the 
voluntary co-operation of the public m some fields The method 
that IS perhaps of special interest to economists is that which works 
through the price mechamsm and not against it By the imposi- 
tion of taxes on goods and services the use of which is to be 
restricted and by the provision of subsidies on those which are to 
be encouraged the government can secure the modification of 
private action in conformity with its own policy in a manner that 
avoids compulsion or exhortation 
Economically, if not always pobtically, taxes and subsidies are 
flexible instruments , they can be raised or lowered, and certam 
classes of the commumty may be granted partial or total exemption 
The use of taxes to modify private action allows those individuals 
who receive an especially high degree of satisfaction from pursumg 
a course that is to be discouraged to continue to do so if they 
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are prepared to pay the additional cost to the community in the 
shape of a tax. 

THE state’s judgement OF PRIVATE BENEFITS 

Consumers might act differently if they possessed all the facts 
regarding the consequences of their actions Needless to say, the 
problem of whether the government knows better than the 
individual what is good for him is one that arouses controversy 
of the most vigorous kmd Econoimcs alone provides no answer 
to these questions, for the issue of whether the mdividual should 
be allowed a free hand in planmng his expenditure for himself 
or on behalf of his family is largely a pohtical one But such 
matters may also involve social costs or benefits where State 
action is more acceptable In these fields, again, taxes and 
subsidies exist as an alternative to compulsion and exhortation 
Some measure of taxation on alcohol, for example, can be 
justified not only on the grounds that an excess of alcohol is 
harmful to personal health but also because the whole com- 
munity may have to bear part of the cost of drunkeimess But 
those who do not dnnk to excess can claim that this charge should 
not be levied on them, and in practice expediency has played a 
much larger part than the consideration of social costs in shaping 
the pattern of taxation 

In general, since econoimc growth depends on change and 
change springs from experiment, on economic grounds alone 
interference with individual judgement is not without its possible 
cost to the commumty When the alleged madequacy of the 
individual’s judgement as to his own interests is attnbuted to his 
lack of information, an obvious policy is for the government to 
ensure that the information required is readily available 

THE STATE AND THE FORESIGHT OF PRIVATE PRODUCERS 

The State may supplant or restrict the operation of private 
produceis when the government is confident that it has a clearer 
view of the economic future Since the public sector of the 
economy is now so large the government may reasonably hold the 
view that Its own plans, or the information it possesses, call for 
certain policies to be pursued within the private sector The 
government might be convmced, for example, that the capacity of 
certain private industries was not being extended with sufficient 
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rapidity to meet the demands which the nationalized industries 
would be placing upon them. The government might feel 
justified in introducmg some measure of State control, which may 
or may not proceed as far as State ownership, over those heavy 
fixed-cost mdustnes where private owners, preoccupied with 
memories of past fluctuations m demand, seem over-cautious and 
where the expansion of the industry concerned is regarded by the 
agreement as being vital to the country’s prosperity 

Naturally, this type of issue involves the question of government 
versus private foresight, and an obvious danger attached to interven- 
tion by the State is that its errors are likely to be on a large scale, 
whereas the smaller umt of decision that exists in most private 
industries results in investment policies that can be more readily 
modified if events differ from expectations. 

PRICE CONTROL AND INELASTIC SUPPLY OR DEMAND 

The pnce changes needed to balance supply and demand when 
these forces are melastic may have to be very large Large price 
changes may be regarded as undesirable when they cause hardship 
to groups of consumers or producers whom the State wishes to 
protect 


In Conditions of Excess Supply 

In many countries before the last war the fact that supply or 
demand in the case of certain raw materials and foodstuffs tended 
to be inelastic made it difficult for the industries concerned to 
adjust themselves to conditions of falling demand In those areas 
which specialized in the depressed commodity hardship was often 
acute and prolonged Regional specialization may itself be a cause 
of inelastic supply, in that alternative opportunities for the 
employment of factors of production may not be available in the 
short run In these cases some form of State assistance has often 
been given 

State intervention may take the form of fixing the price of the 
commodity concerned at a level above what would otherwise have 
been the market price. In order to prevent this higher price from 
re-creating conditions of excess supply, therefore, price control of 
this sort has to be accompanied by measures designed to restrict 
production, and such action may have to be on an international 
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icale if It IS to be effective. Hence the success of schemes such as 
hese depends very much on their ability to secure support from 
ill potential producing countries A similar difficulty may be 
created by the existence of substitutes, to which demand may be 
transferred if the price of a commodity is held up by the restriction 
of output. 

On the side of production, too, there may be obstacles to 
success , the restriction of output requires a decision as to what 
share of the total market is to be granted to each producer or 
group of producers, and low-cost producers tend to be dissatisfied 
with what they may consider as a burdensome restriction on their 
ability to compete. Schemes of this sort must also face the basic 
problem of havmg to fix a price appropriate to long-run conditions 
of demand and supply There can be little reassurance that the 
price chosen is the ‘right’ price. 


'Shortages' 

During and after the war the difficulty which the operation of 
the price mechamsm had to deal with was not so much one of 
excess supply but one of ‘shortages’ of certain commodities. The 
ratiomng of foodstuffs, for example, was necessary because the 
restriction of imports considerably reduced their supply, wliich the 
shortage of shipping space rendered inelastic Demand for many 
foodstuffs tends to be relatively price-inelastic, so that had supply 
and demand been allowed to have been brought mto balance only 
by the operation of the price mechamsm, the result would have 
been a very sharp rise m prices, causmg particular hardship to 
the poorer groups of the commumty, who spend a large proportion 
of their income on food Smce prices were fixed below what would 
have been their free market level, ratiomng was necessary to 
ensure ‘fau shares’. 

After the war price control was maintamed on many com- 
modities in this country, but a distinction must be drawn between 
the shortages of individual goods due to the difficulty of expanding 
supply and a general shortage of goods that may prevail because of 
a general excess of monetary demand during an inflation. The 
appropnate remedy for inflation is not umversal price control but 
the removal of the conditions that cause it. We are here concerned 
only with the former category If the commodity concerned is 
not regarded as ‘essential’, there is less reason to control its price; 
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a high market price will induce consumers to economize in its use 
and encourage an expansion of output In these cases, if the 
temporarily high level of profits that results from the free play of 
supply and demand is regarded as undesirable, the government 
can impose a tax on the commodity concerned The tax can keep 
the price high enough to balance supply and demand, but the 
‘excess’ profit will go to the government 
The use of price control to deal with particular shortages suffers 
from two important difficulties First, if it is to be effective, price 
control must be accompamed by tlie specification of the quality 
of the good or service to which it is to apply Price control may 
therefore be impracticable unless producers are compelled to 
limit their output to certain standard types, so that control may 
result in uniformity Secondly, price control may be self-defeating 
Price control is satisfactory if the pnce fixed, although below the 
market level that would otherwise prevail in the short run, is high 
enough to provide a sufficient margin of profit to make it worth 
while for producers to expand output and thus eventually to 
remove the original cause of the shortage. Unfortunately, since 
price control is applied most frequently to ‘essentials’ the govern- 
ment may attempt to earn popularity by fixing prices at too low a 
level to encourage the rapid expansion of output. When this 
happens the effect of price control may be to prevent the removal 
of the ‘shortage’ Thus the control of rents after the war made it 
unprofitable for many private landlords to keep workmg-class 
houses m a state of good repair, with the result that some landlords 
preferred to neglect or abandon their property, contractmg the 
supply to the poor of houses in good condition 
Whether the object of hmited price control is to deal with a 
shortage or a surfeit of supply its success cannot be ensured unless 
sufficient mducements are given to remove the cause of the 
problem The fundamental solution is to increase the mobility 
of resources 


ECONOMIC INSTABILITY 

It is now generally accepted that the maintenance of general 
econoimc stability and of a satisfactory balance of international 
payments cannot be left to the free play of market forces But 
agreement as to prmciple does not necessarily carry agreement as 
to practice , and both are the subject of later chapters. 
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THE INEQUALITY OF INCOMES AND WEALTH 
Here, of course, political considerations are explicit. The 
government may support the view that equality or mequality of 
incomes and wealth is politically desirable m itself. Or it may 
believe that the free operation of market forces would result in an 
ethically more acceptable pattern of incomes and wealth if only 
the social framework within which they operated were equitable. 
The latter view, that ‘equality of opportumty’ is desirable, would 
probably command a wide measure of assent in this country 
This raises the question of the degree of equahty of opportunity 
made possible by the comraumty’s social structure and the 
provision of educational facilities The size of the gap between the 
earnings of an engineer and a dustman, for example, given the 
coramumty’s demand for each type of service, depends on the 
relative numbers of people who are capable of beconung engmeers 
and dustmen With the effective extension of higher education, 
for example, the supply of potential engineers would increase in 
relation to that of dustmen, so that, if the demand for each 
remained unchanged, the gap between their earmngs would be 
narrowed Indeed, over the past fifty years ‘differentials’ have 
tended to close because of the improvement m education. The 
possession of wealth, too, confers on its holder the advantage of 
bargaimng power and manoeuvre and the opportumty to take 
advantage of chances of gam that cannot be exploited without 
finance. The distribution of inherited wealth is therefore another 
element m determining the equahty of opportunity. 

Inflation and rising prices favour the business community, 
‘strong’ trade umons, borrowers, and owners of certam types of 
property; those with fixed money incomes are penalized. Defla- 
tion, involvmg widespread unemployment and falhng prices, 
favours lenders and those with fixed money incomes, penahzing 
the unemployed and the weaker businessman In either extreme, 
therefore, the price mechamsm can be said to be economically 
biased. But in their absence, and if there are no monopolistic or 
restrictive practices, the mechanism is neutral Within the frame- 
work of the social structure it provides rewards according to the 
distribution of scarcities — ^the scarcer the supply of any service in 
relation to the demand for it, the higher the price it will command. 
If the pattern of scarcities were different the pattern of mcomes 
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would also be different It is quite true, of course, that the 
distribution of incomes could be made more or less equal by 
interfeting with the operations of the market Profit margins and 
prices could be controlled, minimum levels of income could be 
prescribed for certain occupations and maxima for others The 
economic case agamst disrupting the price mechamsm in this way 
has already been mdicated Rationing interferes with the freedom 
of choice of the poor as well as the rich If it is held desirable to 
redistribute incomes and wealth more equally the most economical 
method is to allow consumers freedom of choice but to influence 
by means of taxation policy the amounts that different groups 
can spend Thus the rich are taxed more heavily than the poor 
through the medium of taxes on income , death duties reduce the 
inequahties caused by inheritance, ‘essential’ goods consumed 
mainly by the poor can be subsidized, and ‘luxunes’ bought by 
the rich can be taxed 

How incomes and wealth should be distributed is mainly a 
political question, since it rests ultimately on ethical judgement. 
It IS not one, however, on which economic analysis has absolutely 
nothing to say In the first place, through the exploitation of 
monopoly or restrictive practices certain producers may charge 
prices high enough to earn unfairly high mcomes In these cases 
State mtervention is justified if free competition cannot be satis- 
factorily restored. Secondly, it is usually thought that, even 
apart from ethical considerations, a more equal distribution of 
incomes will mcrease the total satisfaction derived by the com- 
mumty as a whole This will be so if the loss of satisfaction in- 
curred by the rich in having their incomes reduced, by whatever 
means, is less than the gam received by the poor whose mcomes 
are increased. This may be held to follow from the prmciple of 
dimimshmg marginal utility, the higher a man’s income, the less 
will be the satisfaction lost or gamed through having his income 
lowered or raised, if ‘other things’, e g his tastes and environment, 
remain unchanged It may therefore be true that the marginal 
pound of income provides less satisfaction to a rich man than to a 
poor one 

Unfortunately this conclusion does not necessarily follow, all 
that the prmciple says is that the marginal satisfaction of mcome 
for each individual will decrease as his income rises — ^it does not 
say anything about the satisfaction derived from the marginal 
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pound of income by one individual as compared with that obtained 
by another A rich man may derive so much more pleasure from 
his income than a poor man that the loss of even a small part of it 
may mean more to him than the gam of satisfaction obtained by 
the poor man to whom it is transferred However, there must also 
exist poor men who also obtain an abnormally high degree of 
satisfaction from income, so that the current presumption that 
the commumty's total satisfaction from income can be mcreased 
if great extremes of inequality are reduced is not necessarily 
invalid. But just how far the process of redistribution can be 
pushed without socially undesirable economic consequences is a 
controversial problem, and certain aspects of the issues it raises 
are mtroduced in subsequent chapters 



PART II 


PRIVATE FINANCE AND 
THE CAPITAL MARKET 




CHAPTER 9 

MONEY AND FINANCE 

LEGAL TENDER 

Certain forms of money are legal tender that is a means of 

payment which creditors are compelled by law to acceg i 

Lttlement of a debt Bank of England are legal 

to any amount, but the coins m circulation in the Umted K g 

are legal tender only for small sums— ‘coppei up to one shilling, 

threepenny pieces up to two shillings, and 

nickel, up to two pounds But legal-tender money forms only a 

small part of the total quantity of what we know as 

fiat of the State is neither necessary nor sufficient to detenmne 

what forms money shall take By far the greater part of what we 

use as money today consists of bank deposits, 

balances held with a commercial bank or, to a small extent, w 

the Bank of England 

forms of money today 

What these three forms of money, com, paper notes and bank 
deposits, have in common is neither source of issue rior intrinsic 
value nor the backing of some other substance which does possess 
a value in its own right Com is produced by a goveminent 
department, the Royal Mint, and sold to the Bank of England m 
return for a balance held with the Bank Notes are issued by the 
Bank of England, which has been a nationahzed corporation only 
since 1946, up to 1921 notes could be issued also by 
banks in England, and tlie right to issue notes is still possessed by 
banks in Scotland today Bank deposits, the liabilities of banks to 
their customers, are held with both private and State banks, e g 
with one of the ‘Big Five’ or the Bank of England The market 
value of the metal of which com is made today represents only a 
small part of its face value, so that com is a form of ‘token money 
so, of course, is paper money, and a bank deposit can be exchange 
only for notes and com 

A Bank of England note, it is true, carries on its face a declara- 
tion signed by the Chief Cashier of the Bank of England to the 
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effect that the Bank ‘Promise to pay the Bearer on Demand the 
Sum of One Pound’ But this is a fiction, the ‘pound’ is only a 
word describing a unit of account, and a man who exchanges his 
pound note for a poundsworth of com has httle of value apart from 
that which resides in the pound note as well. The Bank of 
England’s ‘promise’ is a relic from the time when the pound 
sterling was on the gold standard, a system in which the Bank of 
England and commercial banks would exchange notes and their 
deposit liabilities for gold com or bullion 

Gold bulhoii IS still a form of mternational money, together 
with the still more important bank deposit it is one of the means 
of payment used by the monetary authorities of different coimtries 
to settle their debts with each other But the passing of the 
domestic gold standard m 1931, leaving behind it only a promise 
to pay a promise, reveals clearly the essence of money, whatever 
Its form, whether it be notes, gold, or cowrie shells The essence 
of money is its acceptability to those who use it , and the distinc- 
tion between what we all recognize as money and the many forms 
of near-money m use today, such as a bill of exchange, is one that 
concerns only the degree and area of acceptabihty. In their time, 
and m certain areas, cowrie shells, tea, salt, tobacco, cattle and 
even nails have been used as money, as well as gold and silver 

FUNCTIONS OF MONEY 

Money derives its acceptabihty from the efficiency with which 
It performs certain functions The miser may gloat over money 
for Its own sake, but, this rapidly dimimshing class apart, money 
IS acceptable because it gives its users command over goods and 
services, now or in the future This quality is based on the prune 
function of money as a medium of exchange, and as such it also 
serves the purpose of a common standard of value, a unit of 
account or common denominator by which the price of wheat can 
be expressed m terms of coal, but it is conceivable, when prices 
are rising rapidly, for a country’s currency to serve as the medium 
of exchange but for a foreign currency, or gold, to act as the umt 
of account. This was the case, for example, in the violent inflation 
experienced by Germany after the First World War, when some 
goods were priced in dollars but paid for in marks, the number of 
marks needed to buy a loaf of bread increasing almost every hour 
while its price m dollars remained unchanged. 
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This brings us to the third function of money, namely that of 
servmg as a store of value, giving command over a definite quantity 
of goods and services m the future The obverse of this is the use 
of money as a standard for deferred payments, in which contracts 
to pay future sums can be fixed The use of money as a store of 
value depends partly on its physical durability and safety and 
partly on the danger that the State may repudiate existing types 
of money as far as its own wilhngness to accept them is concerned, 
but m a country free from disorder and revolution the efficiency 
of money as a store of value depends almost entirely on money’s 
maintaining its value m terms of goods and services, that is on 
the stability of the general price-level 

For if prices rise, those who hold money or claims to a fixed 
amount of money lose a corresponding part of their real wealth, 
that is their command over goods and services, whereas, if prices 
fall, those who hold goods or owe fixed sums of money lose 
Therefore if prices are expected to rise substantially people may 
prefer to hold more of their wealth in the form of gold, physical 
property or claims to property, rather than money. As a shift 
from money into goods tends to accelerate the rise in prices, the 
process may become cumulative if mflation gets out of hand, and 
eventually the monetary system may break down 

OTHER REQUIREMENTS OF EFFICIENT MONEY 

The efficiency of money, in all of its functions, also depends on 
Its being sufficiently durable, divisible, standardized and con- 
vement to use Originally, when cattle or cowrie shells served as 
money, money had a value derived from the use to which these 
goods were put as commodities in their own right , but they were 
not very efficient forms of money Gold and silver, which were 
valuable originally for their ornamental use, and perhaps for a 
certam mystic aura, filled these requirements much more satis- 
factorily. But the precious metals suffer from two defects as 
money, their lack of convenience, including the risk of loss or 
theft if handled m large sums, and their scarcity Money must 
have a certam scarcity to function as such at all, but if it is too 
scarce other forms of money are likely to be developed. Both 
factors have contributed towards the replacement of gold and 
silver by the bank-note and the bank deposit, both of which 
originated in the practice whereby merchants deposited their gold 
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and Sliver in the strong-rooms of the goldsmiths for safe keeping, 
as Chapter 28 describes 

THE NEED FOR FINANCE IN BUSINESS 

Finance is the provision of money for some purpose or other. 
Finance is required m business because receipts and payments are 
not always synchronized , some businesses will find that over the 
period that hes ahead planned expenditure exceeds expected 
receipts. The divergence may be the result of an inevitable 
discontmuity of payments or receipts, mcludmg those due to 
seasonal fluctuations. In other cases a gap between receipts and 
expenditure may be sustained over a fairly long period as a matter 
of pohcy Finance is required to set up a new busmess, and for 
some time afterwards losses may have to be incurred by the young 
concern Outside the field of business, the government may 
dehberately budget for a gap between receipts and payments for 
the financial year as a whole 

A growmg busmess requires finance because it takes time for 
capital equipment to earn its purchase price. A busmess that 
mamtams a steady level of output also requires finance, however, 
even with a synchromzed flow of expenditure and receipts 
Finance will be needed if there is a time-lag between each succes- 
sive act of expenditure and the receipt to which it gives rise. The 
process of production is time-consuming , some time must elapse 
between the input of factors of production and the stage at which 
the goods thereby created are ready for sale, duimg which time 
the cost of production must be financed 

Let us suppose, by way of illustration, that a manufacturer is 
to commence operations m a new factory For some time he will 
have to finance the cost of labour and materials purchased until 
they pass through the process of manufacturmg to emerge at a 
later date as some product ready for sale, during which period 
production takes the form of work in progress. We can assume 
that the manufacturer borrows in order to finance this stage of 
the work. When the goods are sold the busmessman will be m a 
position either to repay his debt or to buy fresh materials and 
labour in order to start the cycle of production anew , for money 
will once more be needed to finance the next round of production 
If the level of operations became contmuous and reached a constant 



MONEY AND FINANCE 


”3 

magnitude the cost of production in any period would equal th'e 
value of sales in the same period (setting aside the question of 
profit) But finance would still be required for the work in 
progress that, in these conditions, would remain at a constant 
level 

Finance is also required because the modern economy does not 
operate on a solely ‘cash and carry’ basis Credit is given by one 
busmess to another and by the Exchequer to business, smce 
busmess taxes are paid on profits earned in the past Businesses 
also receive credit from wage-earners and salaried workers, who 
are paid m arrears. In any period, therefore, some busmesses are 
net receivers while others are net givers of credit. 

FINANCE IN THE MODERN ECONOMY 

The character of finance has changed with the development of 
productive methods requiring large amounts of physical capital. 
Earher, finance would have been needed largely to tide the 
borrower over some misfortune, such as a crop failure or the loss 
of a ship, or to provide for some festive occasion on which society 
expected an appropriate scale of expenditure ; it was also required, 
of course, to finance war or extravagance The point is that in 
these early times, and even today m primitive regions, finance 
was needed to a great extent for purposes that were defensive or 
materially unproductive In these circumstances the high rates of 
interest that could often be exacted by the money-lender were, 
not unnaturally, regarded as a form of exploitation. 

With the growth of the capitalist, or capital-using, economy, 
the proverbial mjunction against lending and borrowing has been 
replaced by the acceptance of both as virtuous m a world in which 
the mam reason for wanting finance is to provide for some 
productive enterprise, from which the expected rate of return is 
sufiicient to pay a rate of interest settled by a bargaimng process 
in which the act of borrowing is no longer regarded as an adimssion 
of economic weakness That the borrower looks forward to a 
profit from his enterprise has two important consequences First, 
It gives to both borrower and lender a more reliable standard by 
which to judge the rate of interest the former can afford to pay, 
secondly, by enhancing the probability of repayment it gives to a 
claim on an honest borrower qualities necessary for its being used 
as a negotiable asset. 



II4 the economic background to investment 


FINANCIAL INSTITUTIONS 

The development of the capitahst economy has therefore both 
depended on and stimulated the growth of financial markets, 
through which persons, busmesses and government bodies that 
require funds can find some means of making contact with those 
that have a surplus over immediate requirements It would 
obviously be impossible for these marriages of surpluses and 
deficiencies to be arranged directly ; and finance has reflected the 
course of economic development m general, m that the demand 
for and the supply of finance are brought together through the 
medium of many types of mstitution, which may pass funds 
through many hands before they are actually spent. 

These institutions shoulder some of the nsks of finance, which 
are mainly of three kinds First, there is the risk of default due 
to the dishonesty of a borrower Secondly, there is the risk of 
default, or loss of capital, due to adverse economic conditions 
Thirdly, there is the risk of loss of capital value due to a rise m 
market interest rates, for this miphes a fall in the market value of 
a capital asset bearing a fixed noimnal rate of return 

Fmancial institutions naturally guard against the risk of default 
or adverse economic experience by the exercise of due caution 
m the selection of transactions The banks, for example, will 
generally require their loans to be supported by some form of 
security, and building societies lend onfhe security of the property 
whose purchase they finance. Some institutions specialize m 
matters in which their skill and knowledge is a safeguard against 
loss. But many seek to mimmize these risks by spreading their 
assets over a wide field Liabilities, too, can be pooled, as in the 
case of the life-assurance company, which is able to calculate the 
flow of payments which it will be called on to make to its policy- 
holders by transactmg a sufficient volume of business, so that the 
incidence of mortality can be forecast with sufiicient accuracy for 
premiums to be set at a prudent level. 

The holder of a security has to bear the risk of a fluctuation 
in Its price due to a change in the market rate of mterest or yield 
In general the longer the term to redemption of a fixed-interest 
secunty the greater is the risk of loss of capital value durmg its 
life due to a rise in market rates of mterest ; in the case of a bond 
with little time to run before redemption, the knowledge that a 
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given redemption price is soon to be received acts as a stabilizmg 
force on the current price Therefore, institutions which do not 
consider it prudent, having regard to the nature of their busmess, 
to bear the risk of wide fluctuations in market values will hold a 
greater proportion of short-term assets. Some institutions, such 
as building societies, can take advantage of the fact that the 
greater security of capital value attached to short-term assets may 
lead to a pattern of interest rates m which longer-term assets carry 
higher yields. They may seek to earn a profit by borrowing ‘ short ’ 
and lendmg Tong’, if they are wilhng to face the risk of loss due 
to a rise m the rate of interest payable to their short-term creditors 
that IS not matched immediately by a corresponding increase 
in the interest receipts on their long-term assets. In some respects 
hire-purchase finance houses and the banks act m this way 

MARKETS IN NEW AND EXISTING ASSETS 

The complex of financial markets serves three purposes: to 
collect the surplus funds of large numbers of lenders, to channel 
them to busmess, government and other spenders; and to enable 
holders of existmg financial claims to transform them into money 
Through the medium of the Stock Exchanges, busmesses and the 
government can raise funds m the form of new issues of securities 
for public subscription, and the Exchequer can also borrow from 
the pubhc through the National Savings movement The banks 
accept large numbers of deposits and lend m the form of bank 
advances and overdrafts to business and other spenders Building 
societies issue shares and accept deposits and lend their proceeds 
for the purchase of property Hire-purchase finance companies 
issue securities and also accept deposits in order to obtain the 
funds they use to lend on hire-purchase transactions Life- 
assurance offices and pension funds collect the savings of milhons 
of policyholders and contributors and use their mounting reserve 
funds to mvest in many forms of financial and real assets. 

The passage of funds to spenders could not have developed on 
this scale were it not for the fact that holders of existing claims 
are enabled by the operation of financial markets to ‘disentangle’ 
themselves from the role of creditor at any time, or after a stated 
mterval of time, and to hold their wealth m the form of money 
mstead of claims to future sums of money. There is no need for 
an mvestor to ‘ lock up ’ savings for the whole period of the physical 
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capital formation which they are used to finance Bank deposits 
can be withdrawn on demand or at short notice, and similar 
facilities exist in the case of short-term assets held with building 
societies, hire-purchase finance companies, local authorities and 
the National Savings movement Holders of Stock Exchange 
securities, on the other hand, do not usually have the right to 
turn them mto money at any time on stated terms, but can sell 
them at whatever price these assets fetch in the market provided 
by the operation of the Stock Exchange, This price will depend 
on the wilhngness of other mvestors to hold securities. 

In the case of marketable securities the balance between the 
desire to hold claims and that to hold money is mamtained through 
variations m the prices of securities, high prices mducing some 
holders to sell and low prices temptmg potential holders to buy 
But the distinction between the two forms of ‘marketabihty’ is 
not clear-cut, for if banlcs or buildmg societies, for example, 
experience a sustamed withdrawal of deposits they, too, can resort 
to the price mechanism in order to safeguard their busmess, by 
raising the rates of interest payable to depositors and so stemnung 
the outflow and attractmg new deposits 

In Its widest sense the marketability of many financial assets is 
part of the foundation of the financial system, and it rests ultimately 
on the ability of market forces to keep the supply of and demand 
for funds m balance, for would-be sellers cannot dispose of their 
assets unless purchasers can be found There can be no market 
if the pressure of transactions is ‘one-way’ 

THE CHOICE OF ASSETS 

The range of assets chosen by different individuals and institu- 
tions will be influenced by their particular financial circumstances 
and by the characteristics of different classes of assets The latter 
can be grouped according to liquidity, income, risk and certainty 
of real value. 

Liquidity 

Liquidity refers to the facility with which an asset can be 
exchanged for a knovm amount of money and depends on ease of 
marketability and certamty of capital value Liquidity and income 
tend to be alternative characteristics of assets. Those that are less 
liquid have to offer a higher income to compensate holders for 
this disadvantage. The way m which people — as well as companies 
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and financial institutions — will deploy their wealth will thus be 
closely related to their desire for liquidity rather than income on 
the one hand and the rates of return they can obtain from different 
classes of less hquid assets on the other. 

By definition the most liquid of all assets is currency — ^bank- 
notes and coin. Deposits held at a commeraal bank — as long as 
it IS solvent — are also exchangeable into an equal value of currency, 
but they suffer from two slight defects as liquid assets. Banks are 
not open at all hours of the day, and bank charges usually have to 
be paid on cheque and other transactions. On the other hand, 
bank deposits are more convement than currency for transactions 
of large amounts and are not subject to the same possibilities of 
loss or theft The choice between bank deposits and currency as a 
form of asset is therefore mamly one of convemence and habit, m 
the United Kmgdom bank deposits withdrawable only after a 
period of notice also earn mterest. 

Complete certainty of capital value is also afforded by the 
various forms of National Savings, but these vary as to convemence 
and mcome, and the amount of mvestment in each is subject to a 
statutory maximum. Deposits and shares m buildmg societies are 
also relatively liquid assets, the risk of default being slight inthe 
case of the well-managed societies; they earn income but are 
subject to the disadvantage that a period of notice may be needed 
for withdrawal Other forms of deposit are those made with hire- 
purchase and similar types of finance houses; these generally offer 
a higher rate of return than buildmg societies but, m addition to 
similar provisions regarding notice of withdrawal, are generally 
considered by the pubhc to be subject to a somewhat higher risk 
of default Deposits can be placed with some local authorities; 
these are subject to a low risk of default and yield mterest, but 
their advantages as to liquidity will depend on the condiUons 
attached to the notice of withdrawal Shares m retail co-operative 
societies are another avenue for personal saving, they are com- 
paratively safe as far as capital value is concerned and afford 
mcome m the form of ‘dividends’, which are refunded discounts 
on purchases made 'at the Co-op’ 

Market Imperfections 

The risk of default is not the only, or in practice the most 
important, form of nsk attached to certain financial assets Many 
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assets are liable to uncertainty as to market price, that is uncertainty 
as to the price at which they can be sold to other potential holders 
This uncertainty will always be present in the case of those 
types of assets for which no organized market exists or m which 
the market is grossly ‘imperfect’ For in these cases there will be 
a risk that the purchase or selling price of an asset may not be 
representative of its type, a difficulty that would be magmfied if 
the asset concerned was not one of a highly standardized class 
Furthermore, in a highly imperfect market a comparatively small 
volume of sales may reduce the market price — m the financial 
world a market subject to this disadvantage is often described as 
‘narrow’ In these circumstances the price at which an asset can 
be bought or sold may not be ascertainable until the transaction 
IS attempted, the pace at which a similar transaction was last 
earned out may not be a reliable guide to that at which another 
can be effected Many physical assets fall to a greater or lesser 
extent within this class At any point of time some degree of 
uncertainty will exist as to the price at which a piece of jewellery, 
a second-hand motor-car or a house, for example, can be sold, 
but among financial assets shares in compames that are not 
quoted on the Stock Exchange are also subject to the same 
disadvantage 


Fluctuations in Intel est Rates 

The most important forms of uncertainty as to the market price 
of assets, however, concern alterations in interest rates and m the 
pnees of variable-mcome assets Alterations m the rate of interest 
earned by some assets do occur, it is true, with no resultant 
change in market value, as m the case of National Savings assets 
and building society deposits. It is to the broad class of marketable 
securities — government bonds, company stocks and shares — ^that 
uncertamty of capital value caused by changing interest rates is 
most closely related Purchasers of securities have to face the 
risk that when the time comes to sell their security the market 
price will have fallen to below the purchase price because of a 
rise m the market rate of interest Even if resale is not contem- 
plated, the risk of a fall in price will cause many prospective 
investors to exercise caution , in the case of some institutions the 
presentation of annual accounts, in which fluctuations in security 
values may have to be recorded, may be an important consideration 
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The simplest example is that of a security issued with interest 
payments feed in perpetuity One hundied pounds by nominal 
value of 2| per cent Consolidated Stock, a government security, 
for example, provides interest at £2 los. per annum in perpetuity. 
(This stock IS actually redeemable at any time on notice from the 
Treasury, but as long as the market rate of interest on long-term 
stocks IS above 2^ per cent it can be assumed that the option will 
not be exercised, for nothing would be saved by the Exchequer in 
redeeming the stock ) At a market rate of interest of 5 per cent 
the price of ‘ Consols ’ would be only for each ^^loo of nominal 
value The annual contractual interest payment is sometimes 
described as the nominal or coupon rate of interest and the market 
rate of mterest as the yield of an asset Given the price as set by 
the market, the yield on any stock depends on its coupon rate of 
interest, conversely, given the coupon rate and the yield, the price 
of any stock is deterimned 

For a perpetual stock the calculation, ignoring the question of 
interest accruing since the last date of payment, is as follows 


Tr 0/ coupon rate % 

Yield %= — ^Xioo 

market price 

eg 


Over the past century the yield on perpetual government 
securities has varied from approximately 2I to about 5^ per cent, 
so that the full price range of a 2^ per cent coupon stock has been 
from about 45 to 100 Long-term rates of interest do not usually 
change sharply over short periods of time, but the nsk of some 
adverse movement is always present 
Of course, it is true that there is also the possibility of a rise m 
the market price of the asset But uncertainty of this sort, even 
though the chances of gam and loss may be equal, tends to act as a 
deterrent to many possible purchasers If the chances of a given 
loss or gain are thought to be equal, those who do not enjoy 
risk-taking for its own sake will only commit their wealth to this 
form of uncertainty if the yield of the asset concerned is regarded 
as adequate compensation, bearmg in mind that the balance may 
be tilted by the fact that mterest mcome is generally subject to 
tax, whereas loss of capital may be a net loss 
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Yields on Dated Securities 

In the case of a security with a limited period to redemption 
two yield calculations can be employed. The simplest, and least 
informative, is the ‘flat’ or ‘running’ yield, relating the coupon 
rate of interest to the current market price The other is the yield 
to redemption A bond with ten years to run, redeemable at a 
price of lOO, may bear a coupon rate of 5 per cent and have a 
current market price of 95 The flat yield is 5 26 per cent, but 
the yield to redemption takes mto account the capital appreciation 
of £5 por £100 (nominal) of stock, spread over ten years, which can 
also be expressed as a rate of interest, allowance being made for 
compounding The yield to redemption (ignormg all questions of 
taxation on interest or capital) is 5 56 per cent, which is in excess 
of the runmng yield because the stock is standing at a discount; 
if the market price were above the redemption price the yield to 
redemption would be lower than the runmng yield In the rest of 
this book the expressions ‘rate of interest’ or ‘yield’, if unqualified, 
are intended to denote yield to redemption 

In general, the shorter the pferiod to redemption the smaller is 
the fluctuation in market price, expressed proportionately, for 
any given change in yield This may not always be true of stocks 
standing at a very large discount or preimum and which are more 
than a certain distance from maturity. With this reservation, 
however, we can say that the shorter the term to redemption the 
greater is the equivalent change m yield represented by a given 
change in price and, therefore, the more stable will the price tend 
to be A change in price mvolves a change m the discount or 
premium at which the stock is standing , the shorter the term the 
greater is the change m yield per annum represented by a change 
m the element of appreciation or depreciation to redemption If 
the price of a ten-year stock with a coupon rate of 5 per cent falls 
from 100 to 95, the yield would increase from 5 to 5 56 per cent. 
A similar pnce movement in the case of a stock with fifty years to 
run would mvolve an mcrease in yield from 5 to only 5 29 per 
cent, because the element of capital appreciation to redemption is 
spread over a longer period of time. 

If yields were the same on all stocks irrespective of their term 
to redemption, therefore, it is clear that fluctuations in the level 
of yields would allow the pnces of short-term secunties to remain 
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relatively stable, and although the historical range of fluctuations 
in the yields on short-term securities has been greater than the 
range of fluctuation in long-term interest rates, the difference has 
not been sufficient to destroy the conclusion that the shorter the 
term to maturity the less prone will an asset be to fluctuations in 
market prices durmg its life. 

Nevertheless, a short-term security may be unattractive to some 
investors even though the risk of capital loss is shght and temporary 
and even though, m certain circumstances, its yield may be higher 
than that obtainable on longer-term stocks For the proceeds of a 
stock maturing in one year’s time, unless needed for immediate 
expenditure, will have to be reinvested m another security, by 
which time the yield obtamable on the latter may be relatively low. 
Certainty of capital value for one year may be obtamed only at the 
expense of uncertamty of the income obtainable over a more 
lengthy period Short-term assets other than securities, such as 
interest-bearing deposits, on which the rate of interest is alterable 
at the option of the borrower, are also subject to this uncertainty 

In general, investors who are unwilling to accept the risk of 
uncertain capital values, such as those who hold assets against 
short-term habilities and those institutions which are reluctant to 
show temporary book losses in published accounts, will be 
deterred from holding long-term assets, whilst those who dislike 
uncertamty of long-term mcome even more will tend to avoid 
short-term assets. On the whole, the risk of capital loss operates 
so as to deter the greater part of the commumty from coimmtting 
Its wealth directly in the form of marketable securities at all 
The willmgness to risk capital loss shows a marked relationship, 
not unnaturally, to the size of a man’s wealth 

Risk of Default 

Certain assets may carry the right to a fixed annual interest 
payment, but their market value will be influenced not only by 
the movement of market rates of interest on default-free securities 
but also by the market’s assessment of the risk of default on the 
annual mterest payment or on the eventual repayment of prmcipal 
Securities issued by companies fall into this class, which also 
mcludes loans issued by domestic semi-governmental bodies and 
by overseas governments Thus the market prices of fixed- 
interest industrial securities may fluctuate more widely than those 
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of government securities, according to the general state of trade 
Their greater variabifity therefore makes them even less attractive 
to those investors who will not accept uncertainty of capital 
value 


Vanable-Income Assets 

Fmally, we come to the greatest cause of uncertainty of capital 
values, namely the risk of vanation of the annual income provided 
by those assets to which no legal commitment of a fixed annual 
payment is attached Ordinary shares, for example, provide a 
right only to a dividend that may be altered from year to year as 
the directors of the company concerned consider prudent Market 
prices of ordinary shares respond to the market’s fears and hopes 
regarding future dividend changes, and fluctuations in these are 
both stronger than and superimposed upon the effect of changes 
in the market rate of interest on fixed-interest securities, with 
which they compete for investors’ funds Thus ordinary shares 
offer still less attraction than fixed-interest securities to those 
investors averse to accepting the risk of capital loss Similar 
considerations apply to mvestment m other assets that offer a 
variable annual income — ^for example, property that is open to 
the risk of periodical lack of tenants or to low rents. 

Certainty of Real Value 

In an economy in which prices remam stable mvestors are 
likely to identify real with monetary values. But the experience of 
large price fluctuations, particularly of rising prices, may destroy 
this identity If contmually rising prices are expected, money and 
fixed-interest assets become inferior forms of wealth, and investors 
will turn instead to those assets whose value rises more in step 
with the increase in prices, such as physical property and ordmary 
shares, which are a form of claim on the income of physical 
property. The desire to hold such assets will be particularly 
strong in the case of those investors whose financial commitments 
also keep pace with the rise in prices 

A Summary 

To sum up, we can say that, given an investor’s psychological 
attitude to risk-taking, his investment in different classes of asset 
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Will depend on a number of factors. The total value of his wealth 
will influence his willingness to undertake any form of risk The 
nature of his liabilities, for example, the size and timing of possible 
future outlays as compared with future income, will influence the 
importance he attaches to certamty of capital value as compared 
with certamty of long-term income The extent to which high- 
yieldmg but capital-uncertain assets can be pledged as security 
for future borrowmg, a factor we have not yet mentioned, will 
also be a consideration m the case of an investor the nature of 
whose liabilities would otherwise require him to keep a reserve of 
potentially hquid assets Given the character of his habihties, his 
psychological propensity to undertake risk, and the size of his 
wealth, the investor will naturally assess the relative rates of 
return currently obtamable from different types of asset that can 
be set off as compensation for differences m the degree of liquidity 
and risk Finally, his policy will depend on his expectations 
regardmg the future movement of yields and capital values. The 
investment pohcy of financial institutions will be subject to 
similar considerations 

THE VARIETY OF ASSETS AND THE FINANCIAL SYSTEM 
The variety of flnancial assets available has greatly facihtated 
the operation of the financial system by allowing investors to hold 
wealth m the form most appropriate to their own financial 
circumstances, thus making them more ready to part with surplus 
funds The investor who is willing to give up the chance of a 
high but uncertam income can obtain a lower but more certain 
return on a fixed-interest asset backed by the good name of the 
borrower or by real property A certain long-term mcome can 
be obtamed from a long-term asset with no risk of default The 
mvestor who is not wilhng to bear the risk that the capital value 
of his wealth may fluctuate widely can choose a short-term asset 
The less cautious investor can chance his arm in the uncertainties 
of business experience by accepting the greater degree of risk 
attached to the variable- dividend ordmary share, which also 
carries by way of compensation some measure of control over the 
busmess concern in the form of a vote at its shareholders’ meetings, 
which may or may not be exercised, according to choice. 

Those who seek funds have a correspondmg range of selection 
A business may raise finance m the form of fixed-interest debt. 



124 the economic background to investment 

perhaps secured on its physical assets This form of hability has 
the advantages of carrying a relatively low rate of interest and of 
retaining the control of the business in the hands of existing owners 
as long as the liability is met Finance by variable- dividend shares, 
on the other hand, passes a greater part of the risks of business 
to those who supply funds, but at the cost of sharing with them 
a greater part of the gains of a profitable concern and of allowing 
them some measure of control The operation of the market 
enables a balance to be found between these considerations and a 
bargain to be struck between those who seek and those who 
supply finance 

FINANCE, SAVING AND INVESTMENT 

Finance for capital investment may be made available from the 
current saving of persons, businesses or the government , or from 
money balances accumulated from saving performed m the past, 
or from money created by the government and banking system. 
Neither the user nor the suppher of finance need distinguish 
between these sources, but it is essential for us to do so if we are 
to look behind what has been called the veil of money to the real 
goods and services of which capital investment is composed 

For capital mvestment to take place, resources must be withheld 
from current consumption For this condition to be satisfied, an 
equivalent volume of current savmg is required. Saving is the 
withholding of income from expenditure on consumption, and 
income is derived from production, so that by saving today we 
allow production to be used for capital investment today The 
resources represented by what we saved last year have already 
been used for capital mvestment, so that finance supplied from 
last year’s savmg does not make available the real resources 
required today Thus ultimately it is the current act of saving 
and not the provision of finance alone that makes capital investment 
possible 

To this vital principle there is one exception, if the economy 
is fully employed The real resources for capital mvestment m 
this country may be provided by a reduction m our exports or by 
an increase in our imports. But for this to happen we must allow 
our foreign assets to decline, or we must borrow abroad, or we 
must receive grants from abroad, in the form, for example, 
of inter-governmental assistance. If the economy is not fully 
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employed, however, the principle that it is saving and not finance 
alone that makes capital investment possible need not apply If a 
country has sufficient idle resources, these can be put to work to 
produce capital goods without requiring the community to give 
up part of its existmg consumption But as long as full employment 
exists, saving and not finance remains the ultimate limitation on 
capital investment 



CHAPTER 10 


INVESTMENT AND FINANCE IN 
THE PERSONAL SECTOR 

THE ONE-MAN BUSINESS AND PARTNERSHIP 

Of the 51 million people m the United Kmgdom, about 40 
million are over the age of fifteen Of these, more than zi million 
are wage- and salary-earners Rather more than i^ million are 
self-employed, they are to be distmguished from compames, 
which have a corporate legal identity distmct from the individuals 
who own them, for the identity of Ae unincorporated busmess is 
mseparable from that of its owners. The importance of this 
distmction exists in the abihty of the company to bring an action 
at law in its own name as opposed to those of its owners , in the 
difference between the incidence of taxation on companies from 
that on their owners as persons, and, above all, in the fact that 
owners of unincorporated businesses are liable, if necessary, to the 
full extent of their personal property for debts mcurred in the 
course of their busmess, whereas owners of a limited-liability 
company are liable only up to their share m the capital of a company 
as defined by law. 

Legal Requirements of the One-Man Business 
No legal permission is required to commence trading, and 
accounts may be kept m such form as is thought prudent, subject 
to the requirements of the Inland Revenue authorities for taxation 
purposes The income earned by one-man businesses and 
partnerships is merged with any other form of mcome received 
by their owners for the assessment of mcome tax and surtax; 
unmcorporated businesses are not hable to profits tax Not only 
IS the owner obliged to meet outstandmg busmess debts from his 
own personal resources; all the assets of his business wdl be 
merged with his other property for the assessment of estate duty 
in the event of his death, thus increasing the tax liability on his 
estate and, because business assets may have to be sold to meet 
this hability, rendering more difficult the passmg of his business 
to his heirs 
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Legal Requirements of Partnerships 
Partnerships are subject to closer legal supervision. The number 
of partners must not exceed twenty (ten in banking), and partners 
can only sue or be sued m their own name. In the absence of 
arrangements to the contrary, any partner can end a partnership 
merely by giving notice to the others ; a partnership is also dissolved 
automatically by the death of one partner. 

Each partner is entitled to a share of profits in agreed pro- 
portions Each IS entitled to take part m the direction of the 
business, so that each may bind the others m any contract f allin g 
withm the scope of the concern’s business, and each may be 
hable, after meeting his own debts, for those of the partnership, 
to the full extent of his private wealth. A partner can avoid the 
risk of unhrmted habihty by becoming a limited or ‘sleepmg’ 
partner in a hrmted partnership. In this case his habihty is 
restricted to the sum he has brought to the busmess, but he can 
take no part whatsoever in the direction of the business. This is 
not a common form of partnership, for the private company offers 
greater advantages m both convenience of operation and scope 
of finance 

The partnership is a cumbersome business umt; its success 
depends on harmoruous personal relations between partners, and 
Its duration may be uncertam. The death or withdrawal of a 
partner may obhge the others to sell busmess assets or incur debt 
in order to repay his share, and the entire personal property of 
each IS bound up with the integrity and skill of his associates As 
a result, partnerships now play httle part in mdustry and trade ; 
they numbered only 200,000 m 1957 and are important only m 
the professions. 

The Beeline of the Unincorporated Business 
Until the close of the mneteenth century family businesses 
were predommant in trade and many manufacturmg industries 
They had developed from very modest ventures, growmg on 
income ploughed back into the busmess, or had been estabhshed 
at the outset on a more substantial scale out of the private fortune 
of some comparatively rich man The mam lirmtation on the 
development of the one-man busmess or partnership, however, 
was that of finance. Even before the mdustrial revolution led to 



128 THE ECONOMIC BACKGROUND TO INVESTMENT 

the development of large-scale manufacturing and mining 
industry, the financial requirements of certain types of business 
began to exceed what the unincorporated concern could deploy. 
First in overseas tradmg and then m railways, the capital needed 
was more than individuals or partnerships could provide Even 
where a number of men were m a position to supply adequate 
finance as a partnership, their reluctance to bear the risks of un- 
limited liability would be mcreased by the difficulty of control. 
Two, three or even four men m a partnership might each feel 
confident of possessing suflScient powers of control over a manu- 
facturmg enterprise to which their whole wealth was committed : 
twenty such men could hardly do so 

After the imddle of the mneteenth century, when legislation 
removed the existing legal obstacles to the development of limited- 
Uability compames, the unincorporated business began to dechne 
in relative importance Still, before 1914 many manufacturmg 
businesses could be set up with the aid of finance provided in the 
form of loans or participation in limited partnerships, through 
the medium of advertisements m newspapers or through the 
assistance of solicitors Where the business was to be estabhshed 
in a prosperous district and its founder was known personally to 
wealthy people — he may, for example, have been one of their 
employees — the chance of securmg sufficient finance was still 
relatively high. 

With the redistribution of incomes and wealth brought about 
by the increase m taxation on income and property, however, this 
source of finance has been severely reduced, and because of the 
severity of taxation on high incomes many rich people tend to 
seek tax-free capital gams m the use of then fortunes rather than 
a heavily taxable return m the form of income. 

The financial limitations on the establishment and growth of 
umncorporated businesses and the disadvantage of unlimited 
hability today restrict this form of enterprise to those fields where 
comparatively little capital is needed, in manufacturing it is 
limited to a very minor role, such as subcontracting in the clothing 
mdustry In 1955-6, according to the report of the Inland Revenue 
Commissioners for 1956-7, there were about 560,000 unincor- 
porated businesses assessed for income tax in retail and wholesale 
distribution, 325,000 in farming and fishmg; 140,000 m buildmg, 
155,000 in professional services, 295,000 m entertainment, sport 
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and other services ; and in clothing, food and road transport some 

105.000 between them All other industries accounted for about 

100.000 The number of umncorporated businesses is large, but 
in 1956 capital formation in the personal sector, other than houses, 
represented only some 9 per cent of capital investment in the 
economy as a whole 

THE FINANCE OF HOUSE-PURCHASE 
Apart from expenditure by unmcorporated businesses, housing 
IS the mam form of investment in the personal sector Of the 
total of 15 million houses and flats m existence, some 3 million 
are owned by the local authorities, of the remamder, 8 milhon 
are rented, leaving some 4-5 million occupied by their owners. 
In the post-war years both the total and the composition of the 
number of houses built have undergone important variations due 
m the mam to government policy and m particular to the govern- 
ment’s attitude towards the number of houses to be budt for 
private rather than local authority ownership 

Table 3. Houses built tn the period ig34-igsy 

For local For private 

Total authorities owners Others* 

1934/5- 

i938/9t 361.142 85,945(2378%) 275,186(7619%) 11(003%) 

1948 232,463 193,548 (83 26%) 34,390 (14 79%) 4.525 95%) 

1957 307,590 169,629 (55 15%) 128,784 (4r 87%) 9,177 (2 98%) 

Source Annual Abstract of Statistics (H MSO) 

* Mainly construction by government departments and housing aaaoclationa 
t Annual average 

A very high proportion of new private houses built each year 
are financed by their purchasers through some form of mortgage 
loan The mam lenders in the field of house-purchase are the 
building societies, followed by life-assurance offices. As a result 
of an mquiry made m 1954 the Building Society Association 
estimated that two-thirds of the houses built for private ownership 
were financed by buildmg society advances At the end of the 
year there were if milhon borrowers on the books of buildmg 
societies. 


PERSONAL INCOMES 

The mam changes reflected in Table 4 have been the main- 
tenance of full employment smce the war, rent control, the 
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relatively slow increase m rents, dividends and interest, and the 
development of what has come to be loiown as the ‘Welfare 
State’ As a result, the proportion of total personal income 
received in the form of wages, salaries and public grants has 
increased, while the share of income from property has fallen In 
the process the inequality of gross personal incomes has been 
reduced 


Table 4 Personal Income in ig^S and T957 
1938 


Wages 

iCm 

7.720 

Salaries 

910 


Pay in cash and kind of the Forces 

66 

397 

Employers’ contributions 

National Insurance 

54 

308 

Other 

7* 

457 

Total 

3.022 

647 

12,942 

Total income from self-employment 

1.787 

Rent, dividends and interest 

1.134 


National Insurance benefits and other current grants from 
public authorities 

275 

I.2S7 

TOTAL PERSONAL INCOMC 

S.078 

17.987 

bource National Income and Expenditure 1058 (H M S 0 ) 



The incidence of income tax and surtax has worked in the same 
direction Because even before tire war the proportion of income 
taken by these taxes rose in steps up the scale of incomes, the 
general rise in money income per head that has occurred since 
1939 would have been sufficient to cause a more equal distribution 
of incomes after tax But the increase in rates of tax has borne 
most heavily on the higher incomes, so that net money incomes 
after tax have been equalized to a remarkable degree Because of 
the steep rise in retail prices since 1938 the reduction in the real 
net incomes of those people with high incomes has been severe 
indeed 

Some idea of this redistribution can be obtained simply from 
the statement that \ihereas the gross earnings of the average male 
adult manual worker rose from j£i8o in 1938 to about X640 
195?) representing an increase after tax of about one-quarter m 
real terms, the number of people in receipt of a net income after 
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tax greater in real terms than that afforded by the nummum 
surtax level of ^[ 2,000 m 1938 can be estimated to have fallen 
from about 105,000 to a mere 9,000-10,000 in 1957 The share of 
total net personal income represented by this dunimshing class 
declined from 8 per cent m 1938 to under one-half of one per cent 
of the total m 1957 It is not known whether tax avoidance, 
legitimate or otherwise, matenally weakens this contrast. 

INCOMES AND SAVING 

This redistribution has been of great importance to finance and 
mvestment Although generalizations about spending habits must 
be treated with caution, because of the wide dispersion within any 
income group, it is clear from the evidence available* that the 
distribution of mcomes and property dominates the pattern of 
personal saving On average, the proportion of personal income, 
after tax, that is saved rises with the size of income People with 
very low incomes, who include the retured and unemployed, tend 
to dissave, that is to spend in excess of their incomes, and even in 
the range of mcome earned by the majority of adult male manual 
workers the average rate of personal savmg is low, perhaps of the 
order of 2 per cent in 1953 , nearly two-fifths of all households 
are thought not to save at all from one year to the next Above 
an mcome of ,£1,000 per armum the proportion saved rises 
steadily It was estimated by Lydall that m 1953-4 the top 3 J per 
cent of income recipients, with incomes of more than £ 1,000 per 
annum gross, were responsible for more than one-quarter of all 
the personal saving done m this country 

It IS because of this link between size of income and the pro- 
portion saved that some observers of the post-war economic scene 
fear that the redistribution of personal incomes has reduced the 
volume of capital investment that this country can undertake. 
The proportion of total net personal income saved has actually 
nsen since before the war, mainly as a result of full employment 
and the growth of contractual saving, but those who express 
concern at the equalization of incomes believe that, but for the 
heavy burden of taxation now borne by the rich and not-so-rich, 
the level of personal saving would be higher still. On the other 
hand, this increase in taxation has been the means w'hereby saving 
by the government, that is the excess of current receipts over 
* See H F Lydall, Bntuh Incomes and Saving (Basil Blackwell, igss) 
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current government expenditure, has risen But even if it is 
true that taxation has merely shifted saving from persons to the 
Exchequer, the diversion may have been to the detriment of 
enterprise, for wealthy individuals are usually more ready to 
finance novel and risky projects than the State But this is part 
of a wider, political question. 

CONTRACTUAL SAVING 

The mam types of personal contractual savmg are performed 
through life assurance, pension schemes and the repayment of 
building-society mortgage advances Repayment of hire-purchase 
debt IS excluded here because of its greater variability from year 
to year About 70 per cent of all income recipients are believed 
to pay life-assurance premiums,* and about 8 million people were 
thought to be members of pension schemes in 1953 f Building 
society mortgages, on the other hand, are limited to about one- 
eighth of all households Roughly three-quarters of all households 
appear to engage m one or more of these forms of contractual 
savmg, and throughout the whole range of incomes people who 
make these contractual payments save more than those who do not 

In 1957 about 7 per cent of net personal incomes, or some 
£i,zoo million, was devoted to life-assurance premiums, pension 
contributions (including those made by employers) and the 
repayment of building society mortgages. This figure is perhaps 
misleading, in that employers’ contributions to pension funds 
include payments to make good certain capital deficiencies as well 
as normal annual payments, and perhaps one-half of all building 
society repayments, or roughly £100 imllion, may be advances 
repaid in lump sums out of the proceeds of the sale of old houses 
But the part played by contractual payments is undoubtedly 
substantial. 

The net contribution of contractual saving must take account of 
payments by life-assurance offices and pension funds to policy- 
holders and contributors and new building society mortgages 
granted each year, for these sums help to swell the volume of 
spending by persons The expenses of these institutions must 
also be deducted On the other hand, the investment income 

♦ Lvdall, op cit 

t Report of the Committee on the Economic and Financial Provision for Old 
Age Cnid 9333 (H M S O 1954) 
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received by these institutions can be included, for it represents 
income earned on behalf of persons In the case of buildmg 
societies we are then left with an excess of new advances over 
repayments, but the net increase in the funds of life-assurance 
and pension schemes represents positive saving. The latter has 
grown from about ^£80-90 milhon m 1938 to £557 milhon in 
1957, representing a rise from about 30 per cent of all personal 
saving in 1938 to about 37 per cent m 1957 The latter year was 
one in which other forms of personal saving were probably running 
at abnormally high levels, between 1953 and 1957 net saving 
through life-assurance and pension funds averaged about 45 per 
cent of all personal saving 

In recent years pension funds have been growing more rapidly 
than life-assurance funds, and their combined rate of mcrease of 
about £600 million per annum is probably now divided evenly 
between them In the context of the redistribution of incomes, life 
assurance in particular has been of great significance as a medium 
of saving in the post-war years, because it is the largest single form 
of savmg favoured by the wage-earner, the mam beneficiary of 
the process of redistnbution 

THE DISTRIBUTION OF WEALTH 
The distribution of wealth is far more uneven than the spread 
of net incomes But the impact of death duties on the estates of 
two generations and the especially severe taxation of high incomes 
since the Second World War have had the effect of considerably 
reducing the degree of inequality The movement in this direction 
is likely to continue if only because the rates of both mcome tax 
and estate duties rise in steps, and the general le\el of incomes and 
\\ ealth increases in money value 
Estimates of the total value of the wealth owmed by persons and 
Its distribution are difficult to construct with any great degree of 
accuracy It has been calculated* that i per cent of people over 
the age of twenty-five owned 70 per cent of all private property 
in 1913 and 55 per cent in 1936 No reliable estimate has been 
made for the post-war period, but a comparable figure would now 
be of the order of tw'o-fifths or less These estimates exaggerate 
the degree of inequality somewhat in that they include women 

* H Campion, Public and Private Property tn Great Britain (Oxford Uni- 
versity Press) 
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who are not heads of households, and a further difficulty is that 
they exclude estates too small to rank for death duties, that is 
those below ^2,000 A more useful statement of the present 
position, perhaps, is that 10 per cent of all families own somethmg 
like two-thirds of all property assessed for estate duty However, 
although about one-third of the value of estates above £2,000 
consists of those m excess of £50,000, at the bottom end of the 
top two-thirds we find estates of the more modest value of £5,000, 
including house property 

THE CHOICE OF FINANCIAL ASSETS BY PERSONS 
Liquid Assets 

The choice of financial assets, and particularly that between 
liqmd and less hquid or capital-uncertain assets, is closely related 
to the distribution of wealth, the distribution of capital-uncertam 
assets IS even more unequal than the range of personal wealth as a 
whole. The proportion of wealth held in liquid form is highest at 
the bottom of the scale of wealth and falls as we ascend it Cur- 
rency and National Savings assets, especially deposits with the 
Post Office or Trustee Savings Banks, are the usual forms of 
liquid asset held by wage-earners. Deposits with a building society 
or a commercial bank are held only by a small minority 
About one household in five is believed to hold a bank account, 
but the total of personal bank deposits is concentrated on the 
relatively wealthy The estate-duty statistics indicate that holdings 
of net bank deposits (less overdrafts) fall from more than 20 per 
cent of gross capital value m estates of £z,ooo-£io,ooo to y or & 
per cent in those of £ioo,ooo-£30o,ooo ; but three-quarters 
of all personal net bank deposits, or more than £1,500 million, 
appear to be held by persons with property in excess of £10,000 
The concentration of bank deposits in the hands of the relatively 
rich provides a reservoir of funds from which a Stock Exchange 
boom can be fed when fear of capital loss is replaced by hope of 
gam 

Stock Exchange Securities 

Stock Exchange securities are held mainly by the wealthy. 
Accordmg to one estimate,* only 5-7 per cent of households hold 
stocks and shares, apart from National Savmgs Certificates and 
• H F Lydall, op cit 
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Defence Bonds, and nearly one-fifth of their total value is beheved 
to be held by only one-tenth of one per cent of households Because 
of their capital-uncertainty the ownership of company securities 
IS even more closely concentrated According to the estate duty 
statistics industrial securities form only about 5 per cent of gross 
capital value in estates of ^£2, 000-^5, 000, and it is not until the 
^20,000 level IS reached that industrial securities, including fixed- 
interest stocks as well as ordinary shares, represent more than 
20 per cent of total wealth Almost one-half of the total value of 
company securities disclosed by estates assessed in 1953-5 was 
held in estates of more than 50,000, that is in only 3 per cent 
of the total number of estates assessed. 

'Risk* Finance 

It IS because the willingness to accept the risks incurred m 
holding company securities appears very nearly to be restricted 
to the wealthy that the continual redistribution of incomes and 
wealth has aroused the fear that the result will be to dry up one 
of the sources of finance for the more adventurous forms of 
business, which raise capital in the shape of nsk-bearing ordinary 
shares The eflfect may also be to tempt prosperous companies 
to rely much more for their finance on retained profits, depressing 
the incomes of their shareholders and thus restricting their 
ability to subscribe to new issues of capital, to which less strongly 
entrenched concerns are obliged to resort The pattern of company 
investment may therefore be distorted to the disadvantage of 
newer firms and those unsupported by monopoly positions and 
thus, perhaps, to the detriment of economic growth It is partly 
because of considerations such as these that the plea has been 
made over the past twenty years for greater participation by the 
government and financial institutions in the provision of ‘risk’ 
finance and for an attempt to be made to interest people of 
modest means in industrial securities in one way or another 
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LIMITED LIABILITY COMPANIES 

THE GENERAL NATURE OF CORPORATE BODIES 
The company, unlike the umncorporated business, possesses a 
legal identity that exists apart from that of its owners and con- 
tinues irrespective of changes m its mdmdual members A 
company can sue and be sued in its own name and thus seek 
enforcement of and suffer responsibility for the contracts into 
which it enters. The company has a corporate identity , it is one 
of a class of corporate bodies that mcludes orgamzations as 
diverse as building societies and nationalized concerns 

Corporate bodies are subject to certam common obligations. 
In general, to obtain legal recognition they must define the 
objects for which they were founded, their contractual capacity 
being thereby estabhshed Secondly, the rights of members must 
be defined, both as between each other and between themselves 
and the corporation, so that the delegation of authority to the 
executives of the corporate body must also be clearly provided 
for. These features are expressed in detail in the statute, charter 
or establishing documents by which the corporate body is formed 

THE DEVELOPMENT OF JOINT-STOCK COMPANIES AND 
LIMITED LIABILITY 

The joint-stock principle refers to the participation of a group 
of people m an enterpnse by means of joint contributions to its 
finance As a form of commercial organization it is not new , m 
medieval England individual members owned shares in ships and 
mines The first expressly corporate bodies were the medieval 
boroughs and guilds, but in the sixteenth century the corporate 
body took firmer root in England’s commercial life because of the 
large-scale financial requirements of overseas trading ventures, 
and concerns like the Muscovy Company and the Hudson Bay 
Company, for example, were formed But until the middle of the 
nineteenth century mcorporation was basically a privilege, and 
until 1837 could be conferred only by Royal Charter or Act of 
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Parliament; at common law jomt-stock ventures were regarded 
as partnerships It was not until the Limited Liability Act 011855 
that the principle of hmited liability was finally established by 
statute. 

For a long time company promotion had been associated with 
fraud With the burstmg of the ‘South Sea Bubble’ in 1720 a 
period of speculation came to an end that had brought the joint- 
stock company into disrepute — schemes such as that ‘for an 
undertaking which shall in due time be revealed’ hardly commend 
themselves to English law Despite the growing need for the 
principle of limited liability, it was still opposed by sections of 
both mdustrial and legal opinion one hundred and thirty years 
later, although the principle was in successful operation in the 
United States and France The vested mterests of established 
traders and manufacturers and the distrust of what was described 
as the ‘Rogues Charter’ combined to delay the introduction of 
general linuted liability until the Act of 1855 was secured by 
the efforts of a comparatively small number of deterrmned men 
Today we take the principle for granted 

SOME EFFECTS OF THE LIMITATION OF 
owners’ LIABILITY 

The Act of 1855 hmited the liability of a member of a company 
to the amount, if any, not paid up on his shares In 1862 a further 
Compames Act consolidated the legislation of the previous 
thirty-seven years The consequence of the legislation of 1855-62 
was greatly to broaden the flow of finance to industry and com- 
merce and thus to smooth the way for the rapid economic 
development that was to follow. It enabled investors to minimize 
the risks of finance by spreading their holdmgs over a number of 
businesses, a pohcy which in the days of unlimited liability would 
only have magmfied the hazards of investment Limited habihty 
was thus the instrument by which the field of investment in 
companies was enlarged for both the very wealthy and those of 
more modest means, as well as for the growing financial institu- 
tions of the second half of the century By widening the sources 
of finance, lirmted liability assisted in the development of large- 
scale business organization and facilitated the development of the 
mter-company network 
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By decreasing the degree of risk attached to ownership, limited 
liabihty has not only extended the field of ownerslup but has also 
reduced the need for close control by shareholders. Limited 
liability has made possible the further development of speciahza- 
tion by facilitating the emergence of a skilled class of business 
managers, for the principle enables the business of a company to 
be conducted without the need for detailed or day-to-day super- 
vision by Its owners. This has undoubtedly conferred great 
benefit upon the commumty as a whole, but the growth of a class 
of specialized ‘managers’ and the weakemng of the link between 
ownership and control have attracted much critical attention The 
large company of today is owned by numerous shareholders, who 
may be unwilhng or unable to exercise close control, so that it is 
directed by salaried executives whose motives may not be those 
of the busmessman who, as both owner and manager, was typical 
a century ago This is a large question, on which further comment 
is deferred 

The innovation of limited habihty was naturally open to abuse, 
and since the mid-mneteenth century a succession of inquiries and 
statutes has been directed to minimizing the possibihties of fraud, 
injustice and financial weakness The conditions on which finance 
can be raised have been made more stringent, the rights and 
obligations of directors and shareholders have been more clearly 
defined, the accounts that compames must keep have been 
prescribed in greater detad, and the range of information that 
'''’mpames must make public has been extended. The last such 
uiquuy of major importance was that of the Cohen Committee 
on Company Law Amendment, which issued its report m 1945 
and was follow'ed by the Company Act of 1947 and the consoli- 
daung Act of 1948 

THE COMPANY AND ITS MEMBERS 

The attitude of the law towards the separation of identity 
between the company and its members has not proved unequi- 
vocal. A court decision of 1897 (Salomon v Salomon & Co ) 
seemed finally to affirm m absolute terms the distmct identity of 
the company as existmg apart from that of its members But 
neither legal nor business opmion proved entirely satisfied as to 
the possible imphcations for the rights of creditors in certain 
circumstances. The 1897 decision, for example, meant that a man 
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who was both the dominant shareholder and director of a company 
could lend to a company on the security of its assets and thus 
claim priority of repayment over other creditors with no security, 
his own hability as a shareholder being limited to the amount, if 
any, not paid up on his shares 

Provisions in the 1948 Act mark some retreat from this position, 
makmg it more difficult for a person to evade payment of debts 
on the grounds that they are the liabihty of a company that 
happens to be under his control and not the liabihty of himself as 
an individual. 

The legal distinction between company and members has also 
been modified in regard to taxation. Smce 1922 the shareholders 
of certain private companies may be liable to surtax on their 
undistributed profits if these are deemed by the Inland Revenue 
authorities to have been withheld from distribution m order to 
evade surtax to which shareholders, as persons, might be liable 
on the mcome they would have received had the profits of the 
company been distributed This provision has proved necessary 
in order to deal with extreme cases where persons might evade 
surtax by operating as compames in which the joint-stock principle, 
the basis of mcorporation, is no more than a pretext, but it has 
also been applied to genume trading compames. 

PUBLIC COMPANIES 

Smce 1908 the Compames Acts have distinguished between 
private and public compames Legislation, it is true, does not 
actually define a pubhc company, being directed at ‘companies’ , 
but special provisions are made for ‘private’ companies where 
applicable. 

A public company may raise capital from the general pubhc by 
means of advertisement, but in return for this facility it must 
comply with certam statutory reqmrements It must file with the 
Registrar of Compames, an official of the Board of Trade, a copy 
of its annual balance sheet and auditors’ report, together with an 
annual return showing details of its capital and a list of its members 
These documents are open to public inspection at the office of the 
Registrar If it seeks capital from the public, the prospectus 
through which its offer is advertised must provide detailed informa- 
tion of the company’s affairs as prescnbed by statute In order to 
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enable the public company to raise funds from the public there 
IS no limit to the number of its shareholders , but the memorandum 
of association of a public company — one of its basic documents of 
incorporation — must be signed by at least seven persons 

PRIVATE COMPANIES 

The institution of the private company was given legal recogni- 
tion to meet the needs of the smaller business, which, it was felt 
at the beginning of the century, might be put at a special dis- 
advantage by the obligation placed upon public companies to 
publish their accounts and thus to disclose information to trade 
rivals 

A private company, if certain conditions are fulfilled, need not 
file Its balance sheet with the Registrar It may not, however, 
invite the public to subscribe to its capital Like the public 
company, it must file an annual return hsting its capital and 
members and its outstanding indebtedness. The maximum 
number of shareholders in a private company is limited to fifty 
(apart from employee-shareholders), but its memorandum of 
association need not be signed by more than two persons The 
directors of a private company must have the right to restrict the 
transfer of shares between members 

Because of the ease with which they can be formed, private 
companies are numerous, and at the end of 1956 approximately 
290,900 were on the Register, excluding those in course of 
liquidation and those, mainly non-profit-makmg, bodies with no 
share capital. In addition to their advantage over the unincor- 
porated business in respect of hmited liability, private companies 
are free from two obstacles placed by the weight of taxation in the 
path of the umncorporated business Because the rate of tax 
borne by companies has been less than that to which wealthy 
persons are subject it is easier, or, as many would express it, 
less difficult, to build up reserves out of the armual profits of the 
company than out of the surtax-stricken income of the one-man 
business or partnership. Secondly, the private company is less 
open to the danger of dismemberment through the death of one 
of Its principal owners than is the partnership, which is automati- 
cally dissolved in such an eventuality The private company also 
possesses the advantage of being able to raise additional capital 
with greater ease than the partnership 
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EXEMPT PRIVATE COMPANIES 

The facility with which the private company might withhold 
Its operations from public scrutiny has been the subject of certain 
restrictions To prevent the possibility of abuse the 1948 Act 
exempts the private company from the obligation to file its 
balance sheet with the Registrar only on the following main 
conditions . 

(a) Subject to certain exceptions* no corporate body may be the 
holder of its shares or debentures (A debenture is a form 
of indebtedness carrymg a right to a fixed return and 
secured by a charge on the company’s assets ) 

{b) The limit of fifty on the number of shareholders must be 
accompanied by a siimlar limit on the number of debenture- 
holders 

(c) No person other than the holder may have an interest in 
its shares or debentures (other than a beneficiary under a 
family trust, for example) 

(d) No corporate body may be a director. 

(e) No arrangements may be made to allow outside interests to 
control Its pohcy 

Private compames that comply with these conditions are known 
as 'exempt private companies’, others, while they continue to 
enjoy most of the lemaining advantages of the private company, 
may no longer withhold their balance sheet fiom the Registrar of 
Compames In 1957 about 80 per cent of private compames on 
the Register were able to secure exemption. 

THE RELATIVE IMPORTANCE OF PRIVATE AND 
PUBLIC COMPANIES 

The inability of the private company to seek finance from the 
public limits the scale of its operation, so that it is to be found 
mainly in the distributive trades and in those branches of manu- 
facturing where the smaller business is able to prosper There 
are, however, still in existence some private compames which, 
through skilled management and the retention of family holdings, 
have grown to a si2e exceeding that of many public companies 

To compare with the 304,271 private companies having a share 
capital and in existence in Great Britain, there were only 10,994 

* For example, where certain financial institutions are shareholders 
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public companies on the Register at the end of 1957 About two- 
fifths of these had capital quoted on the Stock Exchange, but the 
dominant role of the public company is made clear by the fact 
that the 2,500 largest pubhc compames account for over half of 
the total profits recorded by all companies, both pubhc and 
private The predominance of the public company continues 
despite the fact that their number has been fallmg while private 
compames have been growmg more numerous The private 
company has come to hold an increasing share of the field formerly 
occupied by the umncorporated business, while the number of 
public compames contmues to dwindle through amalgamations 

Table 5 Companies Having a Share Capital on the Registers m 
Great Britain 


Public companies Private companies 



1928 

1939 

I9S7 

1928 

1939 

1957 

Number (ooo’s) 

16 7 

13 9 


89 0 

146 7 

304 3 

Paid-up capital (£m ) 

3.S17 

4,117 

4.S37 

1,461 

1,9*3 

2,607 

Average capital per 
company (£ooo’s) 

210 

296 

412 

16 5 

13 I 

8 6 

Source Compam 

er, Ge«ra 

/ Annual Report by the Boi 

7rdo/ Trade (tlM SO) 



This divergence between the numbers of private and pubhc 
compames has occurred despite the conversion of many private 
compames The ability of the pubhc company to seek finance 
from the pubhc has always been an attraction to the growing 
private company faced with difficulty in raising sufficient funds 
to feed Its expansion, and since the war the benefits of conversion 
have been augmented by the effect of death duties. The private 
company is less vulnerable than the partnership in this respect, 
but difficulties may still occur when the executors of the estate of 
a large shareholder are obliged to sell his shares m a private 
company Directors are at hberty to refuse to approve the transfer 
of shares, and in any case the statutory limitation on the number 
of shareholders may make it difficult to sell the shares at a satis- 
factory price A forther stimulus to the conversion of private 
companies has been the opportunity of obtaimng tax-free capital 
gains by the offer of part of the existing owners’ shares to the 
public 
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THE CAPITAL OF JOINT-STOCK 
COMPANIES 

At the end of 1957 there were about 16,000 companies on the 
Register in Great Britain without a share capital These are 
mamly compames ‘limited by guarantee’, whose members under- 
take to discharge their company’s outstanding debts by some form 
of subscription other than by way of an issue of shares They are 
generally non-profit-making concerns such as professional bodies 
The capital issued by the 315,000 compames which did not come 
within this category can be divided for convenience into three 
classes loan capital, preference capital; and equity capital In 
relation to equity shareholders the holders of loan and preference 
capital have prior claims on the company’s resources; the equity 
shareholder is a residual legatee, his clarnis rankmg only after those 
of the holders of loan capital (and other creditors) and those of 
preference shareholders have been met In the U S A , however, 
the term ‘equity capital’ includes preference shares 

LOAN CAPITAL 

The term ‘ loan capital ’ is used here for convemence, and it is 
doubtful whether the securities that are often described as 
representing ‘loan capital’ should properly be regarded as part of 
the company’s ‘capital’, in the strict sense, at all For ‘loan 
capital’ does not form part of what can be described as ‘owners’ 
capital’ The holders of a company’s loan capital have rights 
ranking with those of creditors, unlike preference and ordinary 
shareholdeis, over whose claims they take priority, they are not 
members of the company and have no influence on company 
management except in the event of default They are usually 
entitled to a fixed rate of interest, and as a rule loan stocks are 
redeemable by the company Depending on the conditions of 
issue a company may also buy up its issue of loan stock on the 
Stock Exchange, if it is a quoted stock, by means of what are 
known as sinking-fund purchases There are broadly three types 
of loan capital — debentures, mortgages and unsecured loans 
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Debentures are secured by a general charge on the remaining 
assets of a company, i e by a ‘floating’ charge, after accounting 
for the claims of prior creditors, including those secured by a 
charge on specified assets, or ‘fixed’ charge. In certain circum- 
stances, e g if the company defaults on its debenture interest, the 
debenture-holders have the right, with the consent of the court, 
to appoint a receiver to admmister the company’s assets on their 
behalf until the default is made good or the prmcipal repaid 

A mortgage (m England) is secured upon company assets that 
are specified by name, normally on its land or property In the 
event of default on interest, the income of the mortgaged assets 
may be appropriated for the benefit of the mortgagees, and if 
necessary the specified assets may be sold to repay prmcipal In 
view of the risk that the value of the mortgaged assets may prove 
insufficient to meet the claims of the mortgagees, the protection of 
the mortgage is usually reinforced by attaching to it a floating 
charge on the remaming assets, this form of capital is usually 
known as a mortgage debenture 

The claims of the holders of unsecuied loans rank before those 
of the preference shareholders but, unlike the other two classes 
of loan capital, are not secured by a charge on assets In the 
event of the company’s defaulting on the interest on its unsecured 
‘notes’, in which form this type of capital is generally issued, the 
notes fall due for repayment. Holders may apply to the court to 
have the company wound up, but in this respect they are at a 
disadvantage in view of the low priority of their claim vis-^-vis 
debenture- and mortgage-holders 

A convertible debenture gives its holders the right to convert 
their stock into the company’s ordinary shares at stated prices, 
an option they will usually exercise only if the prosperity of the 
company causes the market price of its ordinary shares to rise 
above the price of conversion The debenture-holder thus gets 
the benefit of secunty if the company does badly and the right to 
capital appreciation if it does well This advantage is obtained at 
the expense of the existing ordinary shareholders, who have to 
meet a prior charge in the first eventuality and share part of their 
equity in the second This type of issue may be appropriate in 
certain circumstances, e g when the financial outlook is highly 
uncertain, or when the project to be financed is not likely to bear 
fruit for a considerable time 
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Finally, we may note a subsidiary form of debenture, the 
income debenture On this type of stock the maximum rate of 
interest specified becomes payable only if sufficient profits are 
available 

Owing to their relatively high degree of security, yields on loan 
stocks are generally less than those on preference or equity capital, 
and when the rate of taxation is high their status as an allowable 
business expense for taxation purposes brings a further advantage 
to compames Because the holders of loan stocks are creditors 
and not members of the company, the interest on loan stock 
ranks as part of the company’s expenses and not as distribution 
of profits to members Interest on loan capital is therefore 
deducted as an expense in arriving at profits subject to taxation 
But because of the priority of the claim exercised by the holders 
of loan capital upon the company’s assets in the event of default, 
large issues of loan stocks are only suitable for those concerns 
which do not experience wide fluctuations in profits and which 
have highly marketable assets for reahzation in the event of 
hquidation. For these reasons loan stocks are most favoured in 
compames like breweries, retail stores, property compames and 
investment trusts Loan stocks that are secured upon highly 
specialized assets whose market value falls sharply in the event 
of a recession in trade may prove to possess httle by way of real 
secunty The standmg of any loan stock must also be qualified 
by the possibility of the company’s issuing further securities 
ranking in priority to it , whether the company has the right to do 
this will be specified m the terms of issue 

PREFERENCE CAPITAL 

Preference shares carry priority over equity capital in regard to 
dividends or the repayment of capital, or both They may be 
‘cumulative’ or ‘non- cumulative’ In the case of the former, 
arrears of preference dividend must be made good before any 
dividends are paid to ‘junior’ capital However, the ‘senior’ class 
of preference capital in a company may be non-cumulative, its 
claims rankmg m priority to those of a ‘junior’ cumulative stock 

Some companies issue a hybrid form of preference share, 
generally known as a ‘participating preference’ share In addition 
to a fixed rate of preference dividend these shares carry some 
nght to participate m surplus profits, if any Some forms of 
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participating preference capital have no rights to any additional 
dividend but share in the distribution of surplus assets in the 
event of windmg-up The value of this right has to be considered 
against the possibility that the company’s directors may declare 
very high dividends to equity shareholders on the approach of the 
company’s liquidation, thus reducing the assets available for the 
repayment of preference shareholders. 

Because the risk that preference shareholders bear is less than 
that of ordinary shareholders, preference shares generally carry no 
vote, except in certain eventualities, e g when preference dividends 
are not paid Compared with those of debenture-holders their 
protection against the non-payment of dividend or capital is less 
secure, being limited as a rule to the stay of payments to jumor 
shares and to increased voting power The balance of the votmg 
power within a company may be crucial to the status of preference 
shares m the event of winding-up or the reconstruction of capital, 
and the voting power of preference shareholders may in time be 
affected by a fresh issue of ordinary shares, so that the security 
of preference shares may be liable to encroachment by both 
‘junior’ and ‘semor’ forms of capital 

Since 1929 compames have been able to issue redeemable 
preference shares, and if the price of redemption is fixed at the 
par value of the share, preference shareholders will be subject to 
a loss in the event of their shares being redeemed at a time when 
their market value is standing above par A preference share 
carrying a coupon rate of dividend of, say, 6 per cent, may be 
quoted at a price of 120, providing a yield of 5 per cent It would 
therefore be in the interests of equity shareholders to redeem these 
preference shares, for example, out of the proceeds of a further 
issue of preference capital if this could be floated at a price of 100 
but carrying a coupon rate of interest of 5 per cent Conversion 
would save the company the i per cent difference m preference 
dividends, but existing preference shareholders would suffer a loss 
of 20 on each share held. 

The redemption of preference shares on similarly unfavourable 
terms has also been known to occur when a company has gone into 
voluntary liquidation despite its possession of surplus assets over 
and above those needed to meet the claims of creditors, as did 
certain coalmining compames which used the proceeds of their 
compensation awards following nationalization after the war to 
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repay their capital Preference shareholders suffered a loss 
represented by the excess of market value at the time over the 
price at which their shares were redeemed Equity shareholders 
can claim the residue of surplus assets, the law places upon the 
preference shareholders the onus of establishing their claim to 
surplus assets in the event of a winding-up More attention has 
therefore been paid in recent years to safeguarding the rights of 
preference shareholders when drawing up the terms of a new 
issue of preference capital 

EQUITY CAPITAL 

Equity shareholders exercise the residual rights as to dividends 
and the repayment of capital, as defined by reference to the rights 
of semor classes of capital That is to say, then right to dividends 
and their claim on the company’s assets may only be exercised 
after the claims of creditors and preference shareholders have been 
met Ordinary capital is the most common name for a company’s 
issue of equity capital, but existmg nomenclature includes, for 
example, ‘ deferred ’ shares and ‘ deferred ordinary’ shares or stock. 
(In Canada and the U S.A. ‘common stock’ is the title generally 
used ) Some compames have two classes of equity capital differing 
in voting power , votes may be vested only in the ordinary shares 
issued to the company’s founders or original proprietors, whereas 
Its ‘A’ shares may, except in certain eventualities, possess no vote 
In recent years the non-voting ordinary share has been subject to 
some criticism on the grounds that it weakens the moral position 
of ordinary shareholders generally and widens the gap between 
ownership and control 

Equity shareholders bear all the immediate risks of ownership 
and possess a full claim on its rewards after prior charges have 
been met The burden of company taxation, for example, falls 
ultimately upon earnmgs available for distribution to ordinary 
shareholders, smce there is no way whereby a company may pass 
on Its charge for profits tax to preference shareholders entitled by 
contract to a fixed rate of return If the profits of a company fall, 
the existence of prior charges means that the level of earnings 
available for distribution to ordinary shareholders will be reduced 
by an even greater proportion, conversely, a rise in company 
profits means a proportionately larger mcrease in these ‘equity 



148 THE ECONOMIC BACKGROUND TO INVESTMENT 

The Statement that equity shareholders carry ‘residual’ rights, 
however, requires some modification The decision as to what 
proportion of equity earmngs shall be distributed to equity 
shareholders rests with a company’s directors; ordinary share- 
holders have no way of exercising their claim on a company’s 
surplus profits unless they are in a position to influence its board 
or replace it by another more amenable to their wishes In 
law the assets of a company, including its retained profits, belong 
to the company and not to its shareholders as such, so that the 
extent to which equity shareholders are able to enforce their 
claims will depend on circumstances The tendency for direc- 
tors to pursue conservative dividend policies, of course, also liimts 
the risk borne by equity shareholders, in that many companies 
may be in a position, in the event of a fall in profits, to main- 
tain their existing equity dividend at the expense of a decline in 
undistributed profits. 



CHAPTER 13 

THE INTERNAL AND EXTERNAL 
RELATIONS OF COMPANIES 

Company legislation as embodied in the Compames Act of 1948 
IS directed at three sets of relationships involved in the operation 
of the joint-stock company between shareholders and directors , 
between different classes of shareholders , and between the company 
and third parties, namely creditors and potential shareholders It 
is not always possible, however, to consider company legislation 
in regard to any one of these three aspects alone, many legal 
provisions, and indeed the procedures adopted by companies 
themselves, affect more than one side of a company’s affairs 

MEMORANDUM AND ARTICLES 
All compames, whether private or public, must file with the 
Registrar of Compames two basic documents that form its 
constitution — the Memormidiim of Association and its Articles of 
Association , there is, however, one exception to registration con- 
cerning the latter that is noted below These documents define the 
identity of a company, setting out respectively its relationship 
with the outside world and that between its members Only when 
all the legal formalities have been completed — and these are more 
stringent in the case of public companies — will the Registrar allow 
the company to commence business 
The memorandum proclaims the name of the company, which 
(except in the case of non-profit-making companies) must end 
with the word ‘Limited’ It lists the amount of and subdivision 
between different classes of its nominal or authorized share capital, 
states whether its registered office is in England or Scotland, and 
describes the objects of the company The latter are usually drawn 
so widely as to embrace almost every possible form of business 
activity, whether or not the company’s founders intend to pursue 
them For sinular reasons of prudence the authorized capital is 
usually fixed at a figure higher than the amount to be issued in the 
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near future The provisions of the memorandum relating to the 
objects of the company can be altered if authorized by a special 
resolution approved by the members of the company. 

The articles of association provide for matters such as share- 
holders’ meetings , voting rights , the appointment and powers of 
directors ; the rights of different classes of capital , and the condi- 
tions under which alterations of capital may be made A company’s 
internal rules are governed by what are in effect a standard set of 
articles prescribed by the 1948 Compames Act unless its own 
articles expressly exclude or modify the provisions contained m 
Table A of the Act. The exception to the obligation placed upon 
companies to register their articles apphes to a company adopting 
Table A without modification. Articles may be altered if approved 
by special resolution at a company meeting 

COMPANY MEETINGS 

The control exercised by shareholders over the directors of a 
company operates through the instrument of company meetings. 
Company legislation prescribes certain matters on which directors 
cannot act without the consent of the company’s members and also 
gives to shareholders the power to take the imtiative and put 
forward resolutions which, if passed, are binding on directors 
There are three classes of company meeting — the annual general 
meeting, extraordinary general meetings, and meetings composed 
of particular classes of shareholders All business conducted at 
company meetings is special business, other than the recurrent 
routine matters that usually make up the main part of the agenda 
of the annual general meetmg. An ordinary resolution is passed 
by a simple majority of those shareholders present and votmg, 
extraordinary or special resolutions require a three-quarters 
majority Although each voting share is entitled to one vote, 
resolutions are passed by show of hands unless a recorded poll 
IS demanded 

Before each annual general meeting, which must take place at 
least once each calendar year and within fifteen months of the 
previous annual general meetmg, directors must send the annual 
balance sheet and profit and loss account to each member, duly 
audited, together with a report by the directors on the affairs of 
the company The latter must show the way in which the year’s 
profits have been appropriated to reserve and other allocations. 
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The balance sheet and profit and loss account must be audited 
by independent professional auditors The rules governing what 
persons may serve as auditors are less strict in the case of exempt 
private companies 

At the annual general meeting shareholders are asked to adopt 
the company’s accounts and the ordinary dividend declared by 
the board. Shareholders have the light to vote a reduction but not 
an increase in the ordinary dividend The imtial appointment of 
auditors is made by the board, but any variation in appointment 
must be approved by shareholders at the annual general meeting, 
at which the auditors’ report must also be adopted 

THE POWERS OF DIRECTORS AND SHAREHOLDERS 

Every public company registered after 1929 must have at least 
two directors, and every company registered! before that date must 
have at least one The directors of a company are appointed in 
the manner prescribed by its articles , it is usual for directors to 
retire in rotation after three years, approval for their reinstatement 
or for the appomtment of a new director being required from the 
shareholders at the annual general meeting The Compames Act 
empowers members to remove a director before the expiry of his 
term of office by ordinary resolution, of which special notice has 
to be given Directors’ fees may be fixed by the articles and 
amended by general meeting , the company’s accounts must show 
the total emoluments paid to or on behalf of directors, and any 
payment to a director as compensation for loss of office must be 
approved by shareholders The articles may prescribe that only 
persons holding a certain nummum number of shares may 
qualify as directors, and the Compames Acts place two statutory 
restrictions on the selection of directors Directors must retire on 
reaching the age of seventy, unless shareholders in general meeting 
decide otherwise Secondly, no undischarged bankrupt may act 
as director without permission of the court, with certain exceptions 
Each company must keep a register of directors’ holdings of 
shares and debentures in the company and subsidiaries 

So far we have outlined only those matters which are normally 
dealt with at the annual general meeting Other questions on 
which the directors cannot act without the consent of shareholders 
but which require an extraordinary general or a special meeting 
are a change of auditors, the alteration of the objects of the 
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company , changes m the company’s articles , reconstruction of its 
capital; a proposed amalgamation with another company, a 
proposed agreement with creditors; and winding-up In these 
matters shareholders are empowered also to take the imtiative 
An extraordinary general meeting may be called by shareholders 
possessing not less than 10 per cent of the paid-up shares with 
votmg rights. Directors must facilitate the submission of a 
members’ resolution by circulating it to all shareholders 

In the event of directors deliberately or negligently mismanaging 
a company’s business, shareholders, if they have a majority, may 
sue the directors in the name of the company, to whom the 
directors owe responsibility But the need for this is rare, as a 
majority of shareholders can remove directors from office The 
power of the mdividual shareholder to sue the company for mis- 
conduct in his own name is limited to cases where he has been 
treated fraudulently by shareholders with a majority of votes, 
whether they are directors or not, or where directors have been 
guilty of a deliberate breach of duty to the company and are in a 
position to prevent the company from sumg them because they 
control Its voting power 

Directors are subject to the general criminal law in the event of 
fraud But the ability of the shareholder to seek redress by civil 
action IS in practice limited However, the Compames Act, m the 
event of alleged misconduct by directors, also gives to the Board 
of Trade the power to appoint inspectors to investigate a company’s 
affairs on application by two hundred shareholders or those 
possessing one-tenth of the company’s issued shares, or on the 
request of a special resolution, or on the order of the court, or 
on its own initiative The Board may consequently petition for a 
wmding-up, refer its findings to the Director of Public Prosecu- 
tions for criminal proceedings or institute civil action against the 
directors, suing them for damages in the company’s name 

Where the articles of a company provide that it is to be wound 
up in certain events members may pass a resolution m general 
meeting requirmg that the company be wound up voluntarily 
In certain other cases the company can petition the court for a 
wmding-up order 

Finally, shareholders are protected by the obligations placed 
upon compames by the Companies Act to comply with the many 
provisions concemmg the drawing up and auditing of accounts 
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and the publication of a prospectus on the issue of capital to the 
public Penalties are imposed on directors, for example, for false 
statements made in a prospectus 

THE RELATIONSHIP BETWEEN SHAREHOLDERS 

The rights of each class of shareholders are defined by the 
company’s articles, govermng questions such as. the right to 
dividends , the right to repayment in the event of winding-up , 
voting powers , the prior right, if any, to subscribe to new issues 
In general, nghts of shareholders vary with the risk they bear. 
It has already been stated that loan-stock holders are not members 
of a company (although they have certain powers of control in 
the event of default), preference shareholders have votes as a rule 
only in special cases, and some so-called ordinary shares also have 
no vote The rights of any class of shareholder may be varied if, 
in accordance with the terms of a company’s articles, the resolution 
is agreed by a meeting of the shareholders concerned and as a 
rule by other classes of shareholders as well But shareholders 
who do not consent to such variation may apply to the court to 
have It cancelled if they are supported by holders of 15 per cent 
of the capital affected 

In the event of a reconstruction of the company’s capital, if an 
application is made by the company or its members, the court may 
order a meeting at which the proposed arrangements are to be 
explained The material interests, if any, of the directors of the 
company must be disclosed Reconstruction of capital must have 
the support of a three-quarters majority of the company’s members 
and must be sanctioned by the court The rights of minority 
members are further stren^ened by the ability of any member 
who complams that a company’s affairs are being conducted in an 
oppressive manner to apply to the court, which may take such 
action as it thinks fit 

The value of a shareholder’s right to participate in the repayment 
of capital or surplus assets generally depends on the imminence 
of such an eventuality, so that capital rights in the event of 
liquidation differ m importance from their material value while 
the company remains a gomg concern The variation of members’ 
rights most often occurs as a result of the reconstruction of a 
company’s capital, especially as a consequence of its inability to 
pay a dividend to preference shareholders. 
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In these cases the balance of voting power assumes great 
importance, for example, ordmary shareholders as a class may 
feel that their interests are being insufficiently considered by a 
proposal to convert preference shares mto ordinary capital, thus 
enlarging the claim on surplus profits As a rule, voting power 
resides with those who bear the most risk, so that ordmary share- 
holders usually predominate in these circumstances It should 
also be observed that the interests of any class of capital may be 
affected by the exercise of the company’s powers, under its 
articles, to create some semor class of capital or indebtedness, so 
that these powers are usually closely defined, with a more liberal 
dispensation in the case of bank overdrafts needed for ordinary 
trading purposes 

THE company and THIRD PARTIES 
The third parties who are protected by company legislation are 
creditors, actual and potential, and potential investors In the 
first place no company, as has been stated, can start trading as a 
company until it has complied with the necessary legal formahties 
Both the memorandum of association and the articles of a com- 
pany, whether public or private, are open to public inspection at 
the office of the Registrar The hst of the company’s members 
must also be filed for public inspection, and the restrictions on 
the appointment of directors serve to protect third parties as well 
as members Furthermore, the Companies Act empowers the 
Board of Trade to refuse to register a company’s name that it 
deems undesirable, on the ground of similarity with the name of 
an existing company, for example In the case of the public 
company the requirements of the law, of course, go much farther 
by making it necessary for the company to file with the Registrar 
its annual report and balance sheet, and the requirements govern- 
ing the issue of a prospectus are strict 

The claims of creditors fall upon a company’s assets in the 
following order of priority 

Creditors secured by a charge on specified assets 
Inland Revenue for taxes and local authorities for rates, 
clerks, workmen for wages and salaries 
Creditors secured by a floating charge 
Unsecured creditors 
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Creditors secured by a ‘fixed’ charge are m the most well- 
protected position, but the Companies Act includes provisions 
intended to safeguard the claims of creditors who are less favour- 
ably placed Each company must file with the Registrar a statement 
of the charges created on its assets, and a number of provisions 
are designed to ensure that a company has available the capital 
represented as havmg been issued by it A reduction of capital 
requires the consent of the court, and dividends may not be paid 
‘otherwise than out of profits’. Special provisions govern the 
issue of shares other than for cash, and any prermum received on 
an issue for shares at above their nominal value must be treated 
for certain purposes as paid-up capital. Shares may be issued at a 
discount only if authorized by a general meeting of the company 
and sanctioned by the court The desire to protect creditors is 
responsible for the requirement that each share must have a par 
value , although creditors do not seem to be in any weak position 
in those countries, e g the USA, Canada and Belgium, where 
no-par- value shares are pernutted The Companies Act also states 
that preference shares should be repaid only out of the proceeds of 
a fresh capital issue made for that purpose or from surplus profits 
which have been capitalized m a capital redemption reserve fund 

The Companies Act provides for the windmg-up of an insolvent 
company on the order of the court. Creditors may petition the 
court for a wmding-up order, and even a voluntary winding-up 
IS deemed a creditors’ winding-up unless the directors of the 
company have made a statutory declaration of solvency. There 
are various penalties for the misappropriation of funds in the 
event of a wmding-up The court has the power to appoint and 
remove liquidators of a company, and the general operation of 
wmdmg-up proceedings is supervised by the Board of Trade 
Any arrangement between the company and its creditors is 
bmding only if it has the support of three-quarters of the creditors 
and is sanctioned by the court 

The interest of the potential investor is affected by many 
provisions here outhned under all three headmgs It may also be 
noted that since an Act of 1939I the touting of shares, or ‘share- 
pushing’, has been illegal, and the Compames Act makes it illegal 
to allot shares offered to the pubhc for subscription unless there 
has been subscribed a certain minimum amount named in the 
prospectus 
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OWNERSHIP AND CONTROL OF THE 
JOINT-STOCK COMPANY 

Those who see in the development of company operation 
since the Limited Liability Act of 1855 the separation, if not the 
actual divorce, of ownership from control contend that company 
legislation still does not compel boards of directors to publish 
information about a company’s affairs sufficient to enable share- 
holders and creditors to make an accurate appreciation of its 
progress Furst, companies are under no obligation to publish 
information regarding sales Secondly, the publication of an 
annual report may be of little assistance to members of a company 
which experiences a sharp turn m fortune durmg the course of 
Its financial year. Thirdly, boards are not compelled to file with 
the Registrar, for the benefit of interested parties other than 
existing members, their comments on the year’s trade or the 
annual address of their chairman Fourthly, the possibility of 
holding shares through a nominee may reduce the protection 
afforded to creditors by the requirement upon compames to file 
the list of their members Fifthly, the treatment of asset values and 
allocations to reserve in a company’s accounts may in certain 
respects obscure the true state of a company’s affairs. 

In practice many compames go further than the requirements of 
the Compames Act, because of the pressure of public opimon, 
including the standard set by more progressive managements, and 
the influence of the Stock Exchange The requirements of the 
Stock Exchange imposed upon a company seeking a quotation 
for Its shares or making a new issue of capital are more stringent 
than those of the Companies Act with regard to the volume of 
information to be published The practice of retiring directors 
m rotation is also a Stock Exchange requirement, and the indepen- 
dence of shareholders as agamst directors has been strengthened 
by the obligation to use a ‘two-way’ proxy form. The Compames 
Act enables shareholders to assign votes to a proxy, who may be a 
director, without stating m which direction the vote is to be 
exercised , the form of proxy that companies with Stock Exchange 
quotations are obliged to use is designed so as to place upon the 
shareholder the onus of deciding how the resolution under 
consideration should be voted Beyond this, public opimon and 
the example of more advanced practice have gradually extended 
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the range of information provided in company quarterly or half- 
yearly reports 

Whether or not the information published by companies is 
sufficient to enable shareholders to exercise that degree of control 
envisaged by the architects of company legislation, it is evident 
that the power of shareholders is restricted The Compames Act 
does not empower shareholders to control the busmess manage- 
ment of a company but merely gives them certain rights to 
appoint and dismiss directors, to approve or disapprove of 
certam directorial action and, in certain matters, to enforce 
resolutions upon the board In practice the effect of these rights 
IS limited, even if shareholders wish to use them to the full To 
attempt to change the management of a company by dismissing 
Its whole board is a formidable undertabng for shareholders not 
possessing a compact majority of votes, and even m these circum- 
stances the problem of substituting a new and acceptable set of 
directors might prove extremely difficult As for the rotation of 
directors, it is usual for shareholders, if only because of their 
limited knowledge regarding alternatives, to accept the appomt- 
ment recommended by the board. The ability of members to 
imtiate action by the submission of company resolutions has to be 
assessed in the light of the fact that they are liable for the expense 
involved unless a general meeting of members decides to the 
contrary 

Shareholders and creditors are protected agamst fraud on the 
part of directors by the criminal law, but civil action is difficult 
The law confers responsibility on directors only as individuals, 
able to plead ignorance or good faith The problem of the 
responsibility of directors towards the interests of shareholders 
starts well short of the possibility of deliberate fraud or malice 
Directors may hold qualifying shares, and to this extent their 
interest may be regarded as being identical with that of the 
general body of shareholders But as a rule directors of large 
companies hold only a tiny proportion of the capital of the com- 
pames on whose boards they sit, and their individual holdings 
may be small The responsibility of directors towards the 
members of a particular company may be influenced by their 
interests in other concerns In any case the danger cannot be 
ignored that directors may allow considerations of prestige and 
the maintenance of their own position to influence their policy 
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unduly. It is true that the Board of Trade has the power to 
investigate company affairs and the record of directorial steward- 
ship, but the Board appears to intervene only if requested or if 
the case for inquiry appears irrefutable 

The Passivity of Shareholders 

If the extent to which company legislation protects the right of 
members is strictly limited, this appears m the main to be the 
result of the willingness of the large body of shareholders to accept 
the present state of affairs The proportion of shareholders who 
attend company meetings is small indeed; most are content to 
leave company management in the hands of existmg directors 
without impediment as long as the condition of their company is 
obviously not critical There is, of course, much justification for 
this attitude Most shareholders possess neither the time nor the 
experience required for a more positive supervision of company 
affairs. The member of a company with shares quoted on the 
Stock Exchange has the facility of being able to sell his holdmg 
if he feels that his company’s affairs are not proceeding to his ad- 
vantage, by spreadmg his investments over a number of com- 
pames he can limit the risk of bad management in any one The 
competition of companies for finance and the pubhcation of 
accounts by other compames in the same mdustry place upon 
directors the necessity for showing their stewardship in a favour- 
able light 

Although the majority of mdividual shareholders may perhaps 
be accused of comparative indifference to the management of 
compames of which they are members, freedom of action of 
directors may be constramed by the presence of large shareholders. 
Large shareholders may be effective although they possess only a 
small percentage of the total vote, and beyond this circle the 
influence of stockbrokers and the financial press, in providing 
advice to mvestors, may be more widely felt The large financial 
institutions, in their capacity as shareholders and subscribers to 
new issues, hold a watching brief over the progress of companies 
The Investment Protection Committee of the British Insurance 
Association, hke the Association of Investment Trusts, was set up 
to safeguard the mterests of its members But these bodies rarely 
take the mitiative at company meetings, their mtervention is 
restncted to cases where their own mterests are seriously and 
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directly threatened, e g by the variation of the rights of a class of 
capital in which they are represented 

Dividend Policy 

The problem of the relationship between directors and share- 
holders IS most complex when directors of compames m general 
seem to be actmg in a manner contrary to the interests of share- 
holders In this respect the conservative dividend policy pursued 
by most compames since the war is noteworthy To some extent 
this has been the result of government requests, but the emphasis 
placed by boards on the necessity to plough back funds into the 
expansion of their own companies rather than pay higher dividends 
is not entirely above criticism It lends some support to the view 
that preoccupation with the prestige or other benefits that 
directors derive from the growth of their own companies has 
pushed the necessity for the free circulation of finance among 
compames according to the choice of shareholders too far into 
the background Cases can be found, indeed, where surplus 
profits have been withheld from distribution not for the purpose 
of enlarging productive capacity but merely so as to increase a 
company’s liquid reserves well beyond the demands of reasonable 
prudence 

In law the claim of equity shareholders upon surplus assets or 
profits of their company has proved doubtful The prmciple of 
limited liability has, in effect, evoked its complement of linuted 
claims In law the assets held by a company are held to belong 
not to Its shareholders but to the company as a separate body, and 
It may be that the subordination of the interests of shareholders to 
what directors regard as those of ‘the company’, while givmg yet 
new substance to the idea of a company as an identity apart from 
that of its owners, has done so in a manner that was probably not 
envisaged a century ago 

The Company as a Complex 

One reason for this apparent dichotomy, perhaps, is that the 
identity of a company is now more widely accepted as involving 
more than the relationship between its directors and its share- 
holders , the nexus of responsibilities has been consciously 
extended to include more and more the interests of employees and 
of consumers Since the war, explicit recognition has been given 
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to the former over a widening field m the shape of profit-sharing 
schemes and arrangements for systematic joint consultation But 
the mam safeguard of the rights of the consumer is provided by 
the working of the competitive market economy However, 
although It IS true that m its broadest sense competition provides a 
contmuous measure of protection of the rights of all who make up 
the abstraction we call a company, the necessity for a succession 
of statutes concerned with the pievention of abuse m company 
operation indicates that, in this field at least, laissez-faire, even 
based on competition, is no guarantee of justice and harmony 
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HOLDING COMPANIES 

The majority equity shareholder m a company may be yet another 
company, the latter bemg known as the parent company or, as the 
Compames Act describes it, the holding company; the company 
whose shares are held is the subsidiary company * Subsidiaries may 
in turn hold shares in other companies, so that the holding com- 
pany may form the apex of a pyramid of compames 

ADVANTAGES OF HOLDING COMPANIES 
The use of subsidiary compames to achieve diversification 
offers advantages where the different activities pursued by the 
group are unsuitable for direct umfication under one management ; 
and the profitability of each line of business may be more clearly 
assessed in this form of orgamzation Subsidiaries can be left 
free from detailed day-to-day interference by the parent company 
but can share in certain economies of scale, for example in selling, 
buying or finance, that only the group as a whole can realize 
Such economies may thus be obtained without incurring many of 
the problems of large-scale control Alternatively, an especially 
skilled management is enabled to direct a group the size of whose 
individual units is too small to exploit its skill to the full 

SOME PROBLEMS 

Where subsidiaries are not wholly owned by the holding 
company the rights of minority shareholders must be considered 
A holding company may tend to frame its policy in the interests 
of the group as a whole or of itself, at the expense of a subsidiary 
company The profits of a subsidiary company may be restricted 
by a pricing policy favouring other members of the group with 
whom It trades, or its surplus cash may be made available to other 
subsidiaries too cheaply The minority shareholders of a sub- 
sidiary company may suffer even though the parent company 
is acting in good faith This problem still exists despite the 
* According to the Companies Act a company is a subsidiary if the share- 
holding company holds more than half of its equity capital or if it “controls 
the composition of its board of directors” 
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ibligation placed by the 1948 Companies Act upon holding 
ompames to publish information of the group’s activities m 
learer detail The device of a holdmg company has also been one 
if the methods by which companies have been able to estabhsh or 
einforce their monopolistic position But this question is part 
if the larger problem of monopoly. 

Gearing of Income 

One danger of the holdmg company is the possibility of exces- 
ive ‘ gearing ’ of its income , that is to say, changes in the income 
)f the holding company may be magmfied by changes in the 
ncome of its subsidiaries This may occur when the holdmg 
:ompany owns only part of the capital of its subsidiaries and 
inor charges have to be met. A holding company may control a 
arger subsidiary, and, if the subsidiary company uses its capital 
0 acquire a holding in a ‘sub-subsidiary’ even larger than itself, 
he holding company at the apex may be m control of a group 
nany times its own size 

The sensitivity of the mcome received by the holding company 
nay be illustrated by a simple example Let us suppose that the 
lolding company possesses an equity capital of ^100,000 and 
ireference capital of a sinular amount, making a total of ^£200, 000 
This IS used to acquire one-half* of the ordinary shares of a sub- 
iidiary with equity capital of ,£400,000 and preference capital of 
£400,000 The total capital of the subsidiary company of ,£800,000 
s in turn used to obtain a 50 per cent equity holdmg in a sub- 
lubsidiary with an equity capital of j£i,6oo,ooo and preference 
:apital of a sinular value, making a total capital for the group of 
£4,200,000 Let us assume that the trading operations of the 
;roup are undertaken solely by the sub-subsidiary company, 
vhich earns 10 per cent net on its total capital, and, like the other 
lompanies in the group, pays 6 per cent on its preference shares 
ind distributes the whole of its residual mcome to its ordinary 
ihareholders 

The profits of the sub-subsidiary amount to ,£320,000, of this, 
£96,000 is required for preference dividends, leaving ,£224,000 
hr Its equity capital Of this, £112,000 represents dividends 
Day able to minority shareholders, leavmg £112,000 as payment to 

* The proportion of one-half, rather than a larger percentage, has been 
:hosen for the sake of anthmetical simplicity 
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the subsidiary company This in turn has to pay ,£24,000 on its 
preference shares, leaving ,£88,000 for its equity dividends After 
deduction for dividends to mmority shareholders, ,£44,000 remains 
by way of payment to the holding company The latter pays 
,£6,000 on Its preference capital and is able to declare an ordinary 
dividend of 38 per cent 

The income available for the ordmary shareholders of the 
holdmg company, however, would be highly unstable In the 
event of a fall in the earnings of the sub-subsidiary company from 
10 per cent to 7 per cent of total capital, the dividend on the 
holing company’s ordmary shares would be reduced from 38 per 
cent to 14 per cent, another reduction of i per cent in the sub- 
subsidiary company’s income would reduce the ordinary dividend 
of the parent company to 6 per cent 



CHAPTER 15 

INTRODUCTION TO COMPANY 
ACCOUNTS 

The 1948 Companies Act requires every company balance sheet 
to give ‘ a true and fair view’ of the state of aifairs of the company 
as at the end of its financial year and every company’s profit and 
loss account to give ‘a true and fair view’ of the profit and loss 
of the company for the financial year Each company’s accounts 
must be audited and the auditors’ report annexed to the balance 
sheet , in this report the auditors must say whether they have to 
the best of their knowledge obtamed all the information necessary 
for their audit, whether proper books have been kept, whether 
these are in agreement with the balance sheet and profit and loss 
account, and whether, in their opimon, the latter give the ‘true 
and fair view’ required by law Auditors cannot be changed 
except by resolution of the shareholders, and so are now m a 
strong position to maintain an independent view, free from 
directorial pressure, any qualification in an auditor’s report must 
be accorded careful scrutmy, and in practice any departure from 
the orthodox phraseology usually constitutes a qualification 

TRADING ACCOUNTS AND TRADING PROFITS 
The Companies Act requires every company to keep proper 
books of account with respect to all sums of money received and 
expended and the matters to which they relate, all sales and 
purchases of goods, and the company’s assets and liabilities 
Details of many of these accounts are rarely published, but 
banks and other lenders may be in a position to obtain the right 
of mspection 

The company’s trading profit, which appears m its profit and 
loss account, is the balance of its trading accounts These are not 
published and differ considerably in detail according to the 
nature of the company’s business, but their essentials can be 
indicated by the following highly simplified example 

Table 6 represents a highly condensed summary of what in the 
modern company is likely to be represented by a number of 
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accounts, dividing the business into product groups Many 
companies separate these accounts into production and sales 
accounts, striking a profit balance for each stage This practice 
may involve difficult questions of allocating overhead charges 
common to different product groups and stages, many of these 
problems arise m any case because the company’s products have 
to be ‘costed’ in order to arrive at a satisfactory pricing policy 
and to calculate the profit actually earned on each Setting aside 
these matters, Table 6 can be expanded to throw more light on 


A Specimen Trading Account 

Company Ltd ’ Trading Account year ending 
31 December 

£ Credit £ 

500.000 I Jan -31 Dec Sales 2,700,000 

31 Dec Stock in hand 600,000 

2.200.000 

100.000 

500.000 

3.300.000 3.300.000 

the accounting process of stnbng the trading profit balance, in 
Table 7 the items are placed in narrative form 
The Items of Table 7 combine to form Table 6 The ‘profit’ 
on factory operations might be based on the prices at which 
similar goods could be bought for resale or on some estimate of a 
‘reasonable’ rate of return on capital employed 

THE TREATMENT OF STOCKS 
In Table 7 opening stocks are shown in effect as part of the 
costs of production or of sales, and closing stocks are deducted 
from these costs An estimate is thus made of the cost of producing 
and marketmg only those goods that are sold, the trading profit 
bemg the difference between this and the value of sales The 
result is identical with the simpler version of Table 6, where 
closmg stocks are not deducted from purchases but are treated 


Table 6 

‘XYZ Manufacturing 


Debit 

I Jan Stock in hand 
I Jan -31 Dec 
Matenals purchased 
Wages, Salanes, 
Fuel, Rent and Rates 
Sundry expenses 
31 Dec Gross Trading 
Profit 
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as if they were ‘sales’ to the next financial year Purchases of 
materials for stock do not reduce a company’s profit, as long as 
the stock IS deemed resaleable at the cost of acquisition 

T his treatment is based on the principle, in computmg the 
profit of the current financial year, of chargmg against the year’s 
sales only that part of the year’s purchases of materials that is 


Table 7 Spectrum Production and Sales Accounts 
‘XYZ Manufactunr.g Co Ltd ’ 


Production Account £ 

Raw material stock Jan i 100,000 
Raw materials purchased 1,000,000 



Less raw material stock 

Dec 31 125,000 

Raw matenals consumed 975,000 

Wages, salanes and 

other expenses 1,100,000 

Work m progress Jan : 300,000 

2,375,000 

Less work in progress 
Dec 31 350.000 


Sales Account £ 

Transfer from Factory 

Account 2,375,000 

Stock of fimshed goods 
Jan I 100,000 

Wages, salaries etc 200,000 



Less stock of finished 
goods Dec 31 125,000 


Net cost of sales 2,550,000 

‘Profit’ on sales 150,000 


Net factory cost of 
finished goods 
Factory ‘profit’ on 
finished goods 


Sales proceeds 


Transfer to Sales Account 2,375,000 


deemed attributable to those sales, the remainder — as far as stocks 
are concerned — ^bemg carried forward in the shape of the closing 
stock figure The latter forms the opemng stock entry of the 
following financial year 

In making this allocation of production costs between one year 
and the next the convention is usually followed in this country 
whereby the opemng stock is deemed to be used up first before 
materials purchased during the year are drawn into production 
and sold 'V'lTien material prices have risen, therefore, the ‘ costs’ 
to be debited against the year’s sales will be the opemng stock. 
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valued at the earher, lower level of prices, plus that part of the 
year’s purchases deemed to be used up in sales and valued at the 
cost of acquisition The closing stock is thereby deemed to be 
made up of those materials purchased most lecently and ac- 
cordingly valued at this higher level of prices 
In effect, this practice is based on the theory that the year’s 
profit can be struck as if the expense of acquiring the closing 
stock had never been incurred, for it is assumed reasonable to 
suppose that the year’s sales could still have been made even if 
the opening stock had been run down to zero and purchases of 
materials confined only to quantities needed for embodiment in 
current sales On the face of it, this is perfectly logical, but the 
assumption regarding the ‘cost’ of the closing stock will be shown 
in Chapter 18 to result m what may be a misleading increase in 
profits when costs and selling prices are rising, because the 
purchases that are excluded from the current year’s expenses are 
deemed to be those made at the more recent and higher prices 
Further discussion of this matter, however, is postponed to the 
later chapter, for although questions of accounting theory are 
involved the most important practical consequences he m the 
effect on company finance 

Stock Valuation and Falling Prices 
This method of stock valuation is m practice quahfied by 
expediency and by the desire for conservative valuation Prices of 
most raw materials and even of many fimshed products fluctuate, 
and those ruling at the end of a company’s financial year may well 
be transient The desire for cautious accountmg, therefore, has 
led to the convention of entering closing stocks at a figure of 
cost or current market value, whichever is the lower 
When prices have been falling the practice of entering the 
closing stock at the cost of acquisition (based on the assumption 
that the closing stock consists of articles ‘last’ bought) thus gives 
way to that of valuing them at their, now lower, market values 
The result is that, when prices have fallen, the current year’s 
profits, in order to acknowledge the possibility that part of the 
year’s outlay may be irrecoverable, are made to carry the burden 
of what may be a very sharp drop in stock values indeed, following, 
perhaps, a year in which book profits have been augmented by a 
rise m prices 
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In the case of work m progress and stocks of finished goods, 
direct labour and other prime costs incurred are included m stock 
values, but there is no single treatment of overheads, which may- 
or may not be added to prime costs for the purpose of stock 
valuation As a general rule, however, no element of operating 
profit IS included in stock values, except in the cases of contract 
work spanmng two accounting periods and of ‘forward’ sales, 
that IS, in the case of goods sold for delivery in the future, such 
as those produced by plantation compames In the matter of 
stock valuation auditors are rarely in a position to conduct a 
physical mventory, and, except m the event of obvious error, are 
in practice obliged to accept the directors’ estimates Smce some 
allowance must be made for physical deterioration and marketa- 
bility, stock valuation is — addition to the question of accountmg 
theory introduced above — a question of judgement, the soundness 
of which investors and creditors are unable to assess. 

THE PROFIT AND LOSS ACCOUNT 

The trading profit computed in a company’s trading account is 
transferred to its profit and loss account, where it is combined 
with a number of other items for the calculation of the company’s 
net profit for the year The profit and loss account also shows 
how the year’s net profit after tax has been appropriated 

Table 8 is a profit and loss account embodying the mam entries 
encountered m practice. It could equally well be arranged m the 
narrative form which has become mcreasingly common, presenting 
its material as a series of additions and deductions, starting with 
the year’s trading profit and endmg with the balance earned 
forward to next year 

Corresponding figures from the previous year’s profit and loss 
account must be recorded Certain matters, if not otherwise 
shown, must be mcluded in the profit and loss account as separate 
notes, eg whether and how depreciation is provided for if a 
normal charge is not made , exceptional or non-recurrent transac- 
tions , and any material respect in which items shown have been 
affected by a change m the method of accounting. 

Most of the Items included in Table 8 are self-explanatory, but 
a few preliminary remarks concerning certain of them may be 
useful The first part of the profit and loss account is generally 
the simpler of the two Certain items are added to the year’s 
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trading profit, while certain ‘non-trading’ expenses are deducted 
to arrive at the figure for net profit before tax If a company is 
subject to taxation overseas this, too, must be shown, after deduct- 
mg any relief thereby granted by way of abatement of the U K. 
tax hability 

The appropriation account shows the disposal of the year’s net 
profit after provision for taxation To the balance transferred 
from the first part of the profit and loss account is added the 
balance brought forward from the previous year’s appropriation 
account 

Also included in the total available for disposal are any transfers 
made from reserves or any withdrawals from provisions * These 
occur when previous transfers to reserves, etc are subsequently 
deemed to be unnecessary or excessive or when a reserve is 
apphed to the purpose for which it was estabhshed Several 
examples of transfers to reserve have been shown in Table 8. The 
first of these augments the reserve set up for the redemption of the 
company’s preference shares The second refers to a transfer 
made to provide for the obsolescence of fixed assets and for any 
replacement expenditure that may prove necessary over and above 
that allowed for in the provision for depreciation shown in the 
first part of the account 

Capital reserves are those regarded as not free for distribution 
through the profit and loss account, e g by way of dividends 
The expression covers reserves which cannot legally be distributed 
and those which, because of their origin or the purpose for which 
they are retained, are placed in this category on the decision of 
the company’s directors 

Revenue reserves, on the other hand, may be distributed by way 
of dividends if the directors see fit to do so In Table 8 another 
transfer to revenue reserve could be included A stock contin- 
gencies reserve might be applied to the replacement of stocks at 

♦ The 1948 Companies Act requires the term 'provision’ to refer to any 
amount written off or retained by way of providing for depreciation, renewals 
or diminution in the value of assets, or retained by way of providing for any 
known Lability, subject to its limitation to cases where the known liability cannot 
in amount be determined with substantial accuracy Since the Act states that 
the term ‘reserve’ shall not be used for depreciation, etc, or any amount 
retained by way of providing for any known Lability, it follows that a known 
liabiLty of known amount is, according to the Act, neither a reserve nor a 
provision! It is usual to group such items with ‘creditors’ in the balance 
sheet 
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Table 8 The Profit 

XYZ manufacturing 

Profit and Loss Account for 


1957 


£ 


19,824 

7.3*1 

12,938 

3,106 

63,084 

399.631 


Directors’ Emoluments, etc 
Payments to Staff Pension Funds 
Debenture Interest (net of tax) 

Remuneration of Auditors 
Depreciation 

Net Profit before tax (carried forward contra) 


1958 

£ 

13.07s 

12,938 

3,20a 

70,213 

413,272 


505.904 

Taxation on net profit for the year 
238^00 U K Income Tax ess, 37 5 

30,041 U K Profits Tax 42,022 

Less 

Overprovision m past 
3,600 years 7,043 

Relief in respect of 

2,324 Imtial Allowances 2,218 

282,117 

Net Profit after Taxation (earned forward to 
117,514 Appropnation Account) 


532,800 


288.136 

125.136 


413,27a 


Appropnation 


Transfers to Reserve 

20,000 Capital Redemption Reserve Fund 25,000 

Capital Reserve — Obsolescence and Replacement of 

20.000 Fixed Assets 20,000 

Revenue Reserves — 

10.000 — Dividend Equalization 10,000 

30.000 — General 48,375 

Dividends (net of tax) 

8,375 Preference Shares 8,37s 

30,150 Ordmary Shares 33, 500 

18,209 Balance earned forward to next year 16,129 

136,734 151,379 


The bold figures might be printed in red on an actual example 
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and Loss Account 
COMPANY LTD 
Year ending 31 December 1958 

1957 

£ 

482,072 Trading Profit for Year 

Income from Investmenta 
14,104 Trade Investmenta 13,210 

9,728 Other Investments 12,005 

23,832 

505,904 S3^.8 °o 


399,631 Net Profit before tax (brought forward) 4 t 3 i *72 


1958 

£ 

505,585 


27,21s 


399,631 


XI7,5I4 Net Profit after Taxation (brought forward) 125,136 

16,805 Balance brought forward from last year 18,209 

Transfers from Reserves 
Equahzation of taxation m respect of Initial 
2,415 Allowances 8,034 


136,734 


151,379 
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rising prices, a matter which will become clearer from the dis- 
cussion in Chapter 17 , alternatively, a stock contingencies reserve 
might be used to reduce the impact on book values and the year’s 
book profit of the writing down that would otherwise be the result 
of a fall in the market value of stocks The purpose of the dividend 
equalization reserve is to enable the company to pay a steady 
dividend when fluctuating profits may not justify the dividend in 
a particular year The general reserve is earmarked for no 
particular purpose In prmciple the balance of the appropriation 
account carried forward to the next year is no different from a 
transfer to general reserve. 

Some Differences in Interpretation 

Compames keep books for two statutory purposes to comply 
with the Compames Act and to assess their liabihty for taxation. 
In the interpretation of the Compames Act there is far from 
complete uniformity in the way that profit and loss accounts are 
presented Differences between one company’s accounts and 
another’s arise, for example, over the treatment of items that are 
not the result of the year’s business, such as delayed tax adjust- 
ments or windfall gains, and even over the treatment of reserve 
allocations 

Furthermore, the ‘true and fair view’ of the year’s affairs that 
a company presents in its profit and loss account and balance sheet 
need not conform to the assessment of profits liable to tax made 
by the Inland Revenue authorities acting under the direction of 
the Income Tax and Finance Acts The most important distmc- 
tion is that between deductions made before determimng the year’s 
net profit subject to tax and those that are allocations of net profit 
after tax, however expressed, the former are often described as 
charges on profits, in contrast to an appropriation of profits to 
reserve Items which a company’s published profit and loss 
account shows as charges on its profit before tax need not, either 
in form or in amount, correspond to the deductions actually 
allow'ed for in the assessment of the company’s liability for 
taxation, m the eyes of the Inland Revenue they may represent 
an appropriation of and not a charge on profits Furthermore, the 
interpretation of the investor or creditor may correspond to 
neither that of the company’s accountants nor that of the Inland 
Revenue 
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The Inland Revenue and a company’s directors may disagree, 
for example, as to whether certain forms of maintenance expendi- 
ture shown in a company’s accounts as a charge on profits should 
be reckoned for tax purposes as capital outlays representing an 
appropriation of profit , and similar differences often occur in the 
case of what the Inland Revenue will allow as directors’ emolu- 
ments But the most important problems in distinguishing 
between charges on profit and its appropriation arise in the case 
of depreciation 

DEPRECIATION AND THE PROFIT AND LOSS ACCOUNT 
Recorded provisions for depreciation are often considered in 
relation to the ability of a business to finance the replacement of 
Its fixed assets when they wear out, but it must be emphasized 
that depreciation as an occurrence, irrespective of any accounting 
provision that may be made, constitutes a cost analogous to that 
mcurred m using up, say, a firm’s stock of coal 
Fixed assets possess a linuted hfe They may become physically 
useless through wear and tear or cease to be used through the 
exhaustion of other assets from which they cannot be separated, 
such as machmery that cannot be moved without great expense 
from a depleted mine , alternatively they may — as in most cases — 
eventually become uneconormc because of the rising cost of repair 
and maintenance required to keep them in operation The value 
of an asset to its owner is represented by the present discounted 
value of the net return expected from its remaining econoimc life 
As an asset grows older this value will eventually fall (m terms of 
the prices of the goods it helps to produce). In their use fixed 
assets are ‘consumed’, in effect, as are stocks — hence the expres- 
sion ‘capital consumption’ as a more accurate alternative to 
‘depreciation’ — and in principle the measurement of profit 
requu-es this cost to be recorded It should be noted that the fact 
of depreciation occurs even in those cases where the contribution 
of the asset to the ament year’s profit is not dimimshing at all, 
for depreciation consists of the fall in the value of the remaining 
life of an asset 

It IS true that in accounting practice it is usual to distinguish 
between depreciation, as described here, and obsolescence. The 
latter is the provision for any decline in an asset’s value resulting 
from the impact of competing inventions and other changes in 
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technique or from a fall in the demand for its product Provisions 
for obsolescence are shown as an appropriation of net profit after 
tax to reserve, but the logic behmd this distinction, tax law apart, 
IS questionable However, the statutory allowances for deprecia- 
tion provide for obsolescence to the extent that, if a fixed asset is 
sold at a price less than its acquisition cost minus statutory 
depreciation allowances already received, the difference, known as a 
' balancing allowance’, is a deduction from taxable profits In the 
opposite case, when sale or scrap value exceeds the unallowed 
value of the asset, the excess, known as a ‘balancing charge’, is 
liable to tax 

In Its accounts a company may deduct what allowance for 
depreciation it considers necessary for the computation of its net 
profit, as long as it uses a consistent method. Indeed, it is entitled 
to abstam from makmg any such allowance at all, as is often the 
case with certam wasting busmesses such as mines, but in this 
event attention must be drawn to the omission m the notes to 
the profit and loss account But accurate measurement of the 
amount of depreciation actually incurred is difficult, involving as 
It does an estimate of the value of the remaimng service hkely to 
be rendered by the asset concerned, mcludmg its eventual scrap 
value; and so rules of thumb are generally adopted A certam 
term of life is attributed to each class of fixed asset, and the cost 
of depreciation spread over that life by methods that are described 
in Chapter i8 

Deprectatton Allowances and Fixed Asset Values 

Accounting practice has traditionally been based on the view of 
profit as the surplus remaming after providmg for the maintenance 
of the money value of capital employed in a business, and the 
depreciation allowances that income-tax legislation has permitted 
for the purpose of calculating profit subject to tax have generally 
related to the ‘original’ or ‘historic’ cost at which buildmgs and 
equipment have been acquired A prudent board of directors, on 
the other hand, may deem it necessary to make further provisions 
for depreciation, when equipment prices are rising, in addition to 
those allowed for tax purposes, in order to ensure that depreciation 
provisions are sufficient to meet the cost of replacement These 
supplementary provisions represent deductions from profit that 
has already borne tax, whether or not they are shown as such in 
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the profit and loss account , they are usually shown as transfers of 
net (taxed) profit to reserve 

Statutory Allowances and Adjustments 
On the other hand, Finance Acts since the war have attempted 
to reduce the drain on company finance due to rising replacement 
costs by permitting statutory depreciation allowances to be con- 
centrated in the early years of an asset’s life, and since 1954 it has 
been possible in certain cases to claim statutory depreciation 
allowances in excess of original cost The result is that the 
statutory allowances in some years may be abnormally high, 
resulting in a correspondingly low net profit if the entire statutory 
allowances are charged against the year’s gross profit In these 
cases, It IS the usual practice for a company in its profit and loss 
account to show a provision for depreciation below that actually 
claimed for tax purposes 

Since an abnormally high statutory depreciation allowance will 
cause the year’s liability for tax to be abnormally low, the profit 
and loss account will often include an adjustment to provide, in 
effect, for the eventual rise in taxation liability that may become 
necessary if the statutory depreciation allowances decline in the 
later years of an asset’s hfe In any case it is sound accounting 
practice to state in the notes to the profit and loss account the 
policy adopted 

The allowance for depreciation recorded in the profit and loss 
account will also be below that allowed for tax purposes when 
the length of life attributed to an asset by the Inland Revenue for 
the purpose of depreciation is less than the period over which it is 
written off in the company’s books In these cases, too, the net 
profit before tax recorded in the published profit and loss account 
will thereby be higher than that on which tax is actually charged 
For industrial buildings an annual allowance of one-fiftieth of 
construction cost is made under the Income Tax Acts; no 
statutory allowance is given for commercial buildings Annual 
allowances granted by the Inland Revenue for plant and machinery 
range from 7^ to 15 per cent of the written-down value at the end 
of each year , for motor vehicles the annual allowance is generally 
25 per cent At the other end of the scale the annual allowance for 
steamships and motor vessels is 5 per cent of the original cost 
The depreciation of freehold land is not normally a charge 
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against profits. At the other end of the time-scale, assets with a 
short life, such as loose tools, are generally revalued at the end of 
each year rather than entered in a company’s accounts after 
deducting depreciation, the profit and loss account will then show 
a charge for ‘renewals’ instead of depreciation 

THE ANNUAL REPORT OF THE DIRECTORS 
The Compames Act requires a balance sheet to be accompanied 
by a report by the directors ‘with respect to the state of the 
company’s affaurs ’ The report must mclude the declaration of the 
proposed dividend and the amount to be carried to certain reserves. 
Furthermore, it must deal, m the words of the 1948 Act, ‘so far 
as 18 material for the appreciation of the state of the company’s 
affairs by its members and will not m the directors’ opinion be 
harmful to the busmess of the company or any of its subsidiaries, 
with any change during the financial year in the nature of the 
company’s business ’ The report wtII often include an explanation 
of unusual items in the profit and loss account beyond that 
required to be included in the notes to the account Some 
compames will use the directors’ report as a vehicle for the review 
of the year’s operations, providing details of capital expenditures 
and sales and a commentary on the course of sales and costs. 
Others, if they provide such information at all, will include it m 
the chairman’s annual statement, which since the war has grown 
in the case of an increasing number of companies into an informa- 
tive supplement to the year’s accounts that investors cannot 
afford to neglect 
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THE BALANCE SHEET 

The two sides of a balance sheet are usually headed ‘Assets’ and 
‘ Liabilities’ But it is more accurate, as well as a reminder of the 
method of conventional accounting, to describe them as an 
arrangement of ‘open’ book balances 
The books of account kept by a company can be divided into 
Its current accounts and those of its asset & habthty accounts. 
Its current accounts include, for example, its wages, salaries, 
current purchases and sales, as well as ‘imputed’ expenses such as 
depreciation The company’s asset accounts include those relating 
to Its fixed assets, stocks, and its holdings of cash and securities, 
as well as its claims on the outside world, i e. ‘debtors’. Liability 
accounts embrace liabilities to the outside world, eg ‘creditors’ 
and tax provisions, as well as potential claims on the company by 
Its shareholders, m the form of its issued capital and reserves 
At the end of the company’s financial year each current account 
is ‘ closed off ’ and the balance, that is the difference between the 
sum of the items on each side of the account, is carried to some 
part of the profit and loss account, if necessary after being 
‘cleared’ through the trading or operating account, whose balance 
alone is carried to the profit and loss account 
The asset and liability accounts, on the other hand, are left 
‘open’, their end-year balance is carried to the opposite side of 
the account to become the opening entry of the new financial year 
The contrast between these two methods of treatment is only 
apparently complicated by the fact that the end-year stock figure 
appears both in the trading account and the balance sheet, for 
this is merely another way of expressing the essence of the 
procedure In effect the difference between the opemng and closing 
stock IS carried to the trading account, the end-year stock being 
carried to the opposite side of the stock account to become the 
opening figure for the next year 
The balance sheet is a statement of ‘open’ book balances, 
together with the balance of the profit and loss account itself, 
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which, like a reserve, is a potential liability to the company’s 
shareholders So far nothing in this analysis detracts from the 
description of a balance sheet as a statement of ‘assets’ and 
‘ liabilities ’ The point is, however, that the decision whether to 
treat a particular account as a ‘current’ account, or as an ‘asset’ or 
‘liability’ account, is in some cases a matter calling for careful 
consideration and one that is open to dispute. Moreover, conven- 
tional accounting records as ‘assets’, for example, certain entries 
that the layman may not expect to find in a balance sheet, such as 
the ‘preliminary expenses’ of forming a company 

THE IDENTITY OF ‘ASSETS* AND ‘LIABILITIES’ 

The essential consideration is that the balance sheet and profit 
and loss account between thetn are complementary, if summary, 
versions of the company’s entire books , balances that are omitted 
from the one must be incorporated in the other Given this, the 
‘double entry’ nature of modern accounting explains why the two 
sides of a balance sheet must always balance Every book entry 
has Its twin in some other account, an entry on the left or ‘debit’ 
side of one account being matched by one on the right or ‘credit’ 
side of another This matching is to be found in one of the following 
four identities 

1 Between an entry in a current account and one in some asset or 
liability account An entry of £100,000 in the ‘Sales’ account, for 
example, must be matched by an equal amount m the asset account 
‘Cash’ or ‘Debtors’ The totaj of ‘Liabilities’, on the other side of 
the balance sheet, will also be increased by a similar amount For when 
the balance of the ‘Sales’ account is earned to the profit and loss 
account (via the trading account), the effect of sales worth £100,000 
will be to raise the net profit to j^ioo,ooo more than it would otherwise 
have been This increase will necessarily be reflected in a rise in one 
or more of the following taxation provisions, dividends declared, 
reserves and provisions, balance of the profit and loss account All 
these appear on the Liabilities side of the balance sheet Thus current 
account entries that raise profit also increase both Assets and Liabilities , 
conversely, those that lower profit decrease the total of each side of the 
balance sheet The twin to an entry in the ‘Depreciation’ account, for 
example, will be found in some fixed asset account, reducing the book 
value of the asset concerned 

2 Between an entry in one asset account and that in another. The 
purchase of a factory, for example, will be recorded by an entry 
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introducing the purchase price in the ‘Factory’ account and another 
diminishing the balance in the ‘Cash’ account Payments to the 
company by its debtors, to take another illustration, will reduce the 
outstanding balance in the ‘Debtors’ account and swell that of the 
‘ Cash’ account. These transactions thus raise the book value of one 
asset and dimmish that of another by an equal amount, leaving total 
Assets unchanged 

3 Between an entry in a liability account and one in an asset account. 
When a company obtams a bank advance, for example, the entry in the 
liability account — ‘Bank Advance’ — ^is matched by the record of the 
proceeds entered in the ‘Cash’ account. The payment of outstandmg 
taxes reduces the balance in the ‘Tax Liability’ account and that in 
the ‘Cash’ account. A less obvious example is that of an increase m 
the book value of a company’s fixed assets due to the decision to record 
m the balance sheet a major rise m asset prices , the counterpart to this 
wntmg up would be found in the first instance as an increase in the 
‘Capital Reserve’ account on the opposite side of the balance sheet 
The effect of transactions in this class is thus to increase or decrease 
both Assets and Liabilities m the balance sheet 

4. Between an entry m one liability account and that in another 
The declaration of a dividend, for example, will reduce the balance of 
the profit and loss appropnation account and, until it is paid, stand in 
the balance sheet as an ‘ Outstanding Dividends’ account The transfer 
of profit to reserve will sirmlarly reduce the profit and loss account 
balance and augment, instead, the balance in the reserve account 
concerned. Entnes in this class of identities, therefore, raise the 
balance of one liability account by as much as they lower that of another, 
leavmg the total unchanged. 

To sum up, the double-entry system of accounting, incorporat- 
ing all book balances in the profit and loss account and the balance 
sheet between them, necessarily ensures the equality of total 
Assets and total Liabilities For each pair of entries in the 
company’s books can only increase or decrease both totals by the 
same amount or leave each unchanged To say that the two sides 
of a balance sheet are equal in total is less revealing than to describe 
them as different aspects of the same transactions, the two sides 
of the same coin 


ASSETS 

In Table 9 a specimen balance sheet of a manufacturing 
company with no subsidiaries is drawn up, illustrating the layout 
of the mam features of what m practice may vary considerably in 
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Table 9 



XYZ MANUFACTURING 



Balanc 

e Sheet as at 

1957 



1958 

1 


Issued & 

£ 


Authonz 

;ed Paid Up 



£ 

£ 







6% Cumulative Preference 




Shares of £1 each 500,01 

)0 250,000 


I, 2 SOjOOO 

Ordinary Shares of £i each 2,000,01 

10 1,000,000 



2,500, Oi 

,0 



CAPITAL RESERVES 



75,000 

Capital Redemption Reserve Fund 


100,000 

12,225 

Share Premium Account 


12,225 

500,000 

First Mortgage Debenture Stock Reden 

option 

$00,000 

100,000 

Obsolescence & Replacement of Assets 


120,000 


Revaluation of Fixed Assets 


271,472 


REVENUE RESERVES 



423,625 

General Reserve 


472,000 

50,000 

Stock Contingencies Reserve 


50,000 

20,000 

Dividend Equalization Reserve 

Profit & Loss Account — 


30,000 

18,209 

Unappropriated Balance 


16,129 


FUTURE U K INCOME TAX 



210,432 

Estimated Liability 1959/60 


230,242 


Taxation Equalization Reserve m respect of Initial 


43.369 

Allowances 


45,435 

500,000 

4 i% FIRST MORTGAGE DEBENTURE STOCK 


500,000 


CURRENT LIABILITIES AND PROVISIONS 



42,342 

Bank Overdraft 


— 

169,245 

Sundry Creditors 


171.831 

172,124 

Current Taxation 


194,200 

4.*30 

Debenture Interest Accrued (less tax) 
Dividends (less tax) 


4,230 

8,375 

Preference 


8,375 

20,100 

Ordinary (Final Dividend Proposed) 


22,333 

3,890,748 


3.998,472 

Th 

e bold figures might be printed in red m i 

m actual example 
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The Balance Sheet 
COMPANY LTD 
31 December 1958 

1957 1958 

£ £ 


Land & Buildings 

At Net Book Value 31st Dec 
iQSSi less sales, plus acquisi- 
31,176 tions at cost 752,346 

60,183 Less Depreciation 78,042 

660,994 

Plant & Machinery 

At Net Book Value 31st Dec 
195s, leas sales, plus acquisi- 
944,968 tions at cost 1,034,273 

176,318 Less Depreciation 228,571 

768,750 

Loose tools, ofBce furniture etc at net book 
31,046 value 31 Dec 1958 
35,310 Goodwdl, at cost less amounts written off 
30,435 Patents, at cost less amounts wntten off 


674,304 

805,703 

*S.3ai 

35.310 

11.464 


CURRENT ASSETS 

930,433 Stocks 705,584 

603,051 Debtors 484,002 

394)375 Trade Investments, at cost 394,375 

Quoted Investments, at cost (Market value 
335,461 31 Dec 1958, £310,335) 303,042 

339,483 Tax Reserve Certificates 325,126 

12,423 Cash at Bankers & in Hand 345,242 



John Smith! 
James Brown/ 


DtreUors 


3,998,473 
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detail but generally conform in outline It is more convement, as 
well as an often much needed reminder that only its assets can 
yield a return to a business, to consider first the mam constituents 
of the Assets side of the balance sheet 

Fixed and Current Assets 

The 1948 Act requires the distinction to be drawn, where 
practicable, between fixed and current assets The dividing hne 
IS not always easily decided but may be of some importance to the 
mterpretation of a balance sheet It is usual to define current 
assets as those which are held for realization, that is for trans- 
formation into cash, m the ordinary course of business, together 
with those representing a temporary investment of surplus funds. 
In conjunction with current liabilities, on the opposite side of the 
balance sheet, current assets form the startmg point of any assess- 
ment of a company’s potential liquidity over the ensuing year 
Fixed assets, on the other hand, so runs the usual defimtion, are 
held with the definite purpose of earmng revenue by their use, 
not for sale, in the ordinary course of business Fixed assets 
endure in physical shape, their contribution takmg the form of a 
flow of service lasting beyond the compass of a single financial 
year, current assets, on the other hand, ‘turn over’ or ‘circulate’ 
during the course of the year, hence being sometimes described 
as ‘circulating’ assets. Stocks, for example, are drawn on and 
replenished, and the same is true of cash, whereas the blast- 
furnace or the railway wagon serve for many years The distmc- 
tion IS blurred, on the other hand, when component parts of 
machinery, for example, have to be replaced at intervals within 
the year, like the blade of a cutting tool or the tyres of a much 
used heavy lorry 

Differences in Treatment of Fixed and Current Assets 

One result of this division is that it classifies assets accordmg 
to the nature of the busmess concerned, so that tools that are 
fixed assets to the firm using them are current assets to that 
producing them, the point is that the way in which an asset is 
valued in the balance sheet will depend on whether it falls on one 
side of the hne or the other 

Fixed assets generally appear in the balance sheet at original 
cost, less accumulated depreciation, it is only a minority of 
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companies that revalue their fixed assets at current prices (less 
accumulated depreciation also at current prices) when, as in the 
period since the war, replacement prices rise far above original cost 
(In these cases, it has already been noted, the excess of new over 
previous book values on the asset side of the balance sheet is 
reflected m an increase m capital reserves on the liabilities side. 

Stocks, on the other hand, are generally entered at ‘cost’ or 
market value, whichever is the lower, giving rise to frequent 
fluctuations in book profits. Moreover, when items m stock are 
sold at above book values the excess appears as part of current 
profits , when fixed assets are sold at prices above book value, on 
the other hand, the excess represents a reserve that can be disposed 
of only if, after a bona-fide valuation, ail other assets can be 
certified to be fully of the value stated m the balance sheet The 
assets, less outside Iiabihties, must also be at least equal to the 
company’s paid-up capital, a requiiement which will automatically 
be met if the balance of the profit and loss account is positive 
Alternatively the excess may be used to write down the book value 
of the remaining fixed assets. 

This sometimes arbitrary distinction between the treatment of 
fixed and current assets is one example of the way in which the 
balance sheet lacks homogeneity as a statement of the company’s 
condition at the end of the year 

Curtent Assets 

Changes m the stock figure call for careful interpretation, since 
much will depend on whether an increase, for example, is caused 
by an increase in the volume of business or by the pile-up of 
finished products due to their unsaleability 

The Item ‘debtors’ is open to less uncertainty, but even here 
caution may be needed Reasonable provisions may be deducted 
for doubtful debts without disclosure in the published accounts, 
and m this respect, as in the case of stocks, the investor’s appreci- 
ation of the solidity of a company’s assets must rest on the judgement 
of its directors In times of depressed trade, the proportion of bad 
debts will rise, 2 and (a contingency which does not generally appear 
as such m the balance sheet) the costs of collection of outstandmg 
debts will increase In any event, penods are often encountered 
when the debtors concerned are, on paper, no less prosperous than 
usual, but when debts are difficult to collect promptly. Such a 
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situation will occur when business as a whole is running short of 
liquid funds, through a more stringent overdraft policy on the 
part of the banks, for example In these conditions a company 
trading at a book profit may yet be near insolvency if m opposition 
to the urgent demands of its creditors, including its employees, it 
can set only the promises of equally hard-pressed debtors as its 
mam current asset 

The remaimng current assets require less qualification The 
market value of investments quoted on a stock exchange must be 
shown as at the balance-sheet date Prudent directors will ensure 
that these investments are of a type not subject to sharp fluctuations 
in market value if they are to serve as a reliable second-line 
reserve of hquid assets , hence quoted investments generally take 
the form of short-dated government stocks Tax Reserve Certifi- 
cates are a special type of government security. They can be held 
to meet future tax payments, interest bemg paid when they are 
actually tendered in discharge of tax liabilities, the period over 
which interest is calculated, however, being subject to a limit of 
two years from the date of purchase Interest on Tax Reserve 
Certificates is exempt from mcome tax and surtax. 

Intangible Assets 

The treatment of so-called intangible assets is another example 
of the limitations of the balance sheet as a statement of asset 
values and, in particular, illustrates the problems that arise 
through the accounting necessity for recording values for indivi- 
dual assets or classes of asset For the value that would be realized 
by the sale of a firm’s assets on the occasion of its wmdmg-up, its 
true ‘break-up’ value, is normally well below the price that 
would be placed upon them by a prospective purchaser considermg 
the acquisition of a company ‘as a going concern’ 

In the latter sense the value of a busmess must depend on its 
expected future earning power and can be formally described as 
the present discounted value of expected future net profits The 
break-up value sets only a lower limit to what assets are worth , if a 
company is to be regarded as a gomg concern its asset values in 
total must reflect its prospective earmng power , but to attribute 
values to individual assets is a matter of some conceptual difficulty 
if the value of the busmess as a whole is to be derived from their 
summation 
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The limitation of the balance sheet is that it appears to do just 
this. It might seem that the cost at which any asset can be replaced 
at least sets an upper limit to its value, smce in isolation no asset 
can be said to be worth more than the figure at which an exactly 
identical asset can be acquired. But when assets are used together 
m a business their total value to that business or to a prospective 
purchaser will often be m excess of their aggregate replacement 
cost , this will occur, for example, when the business concerned 
possesses some degree of monopoly power, or some other special 
advantage, for whatever reason, so that the expected rate of profit 
on the assets employed in the business exceeds that from the use 
of similar equipment by other concerns, whose demand helps to 
detemune current prices 

The price at wluch a business changes hands, therefore, may 
well exceed the aggregate book value of its assets, even when this 
has been adjusted to take account of current paces It therefore 
follows that when a company acquires another business for, say, 
j(;50o,ooo in cash and brmgs into its own accounts assets with an 
existing book value of, say, ^^300,000 the equality between the two 
sides of Its balance sheet will be disturbed unless the gap can be 
filled with the entry of another asset valued at £200,000 Hence 
the entry ‘GoodwiH’, which is created to meet the difference 
between the purchase price of a business that has been acquired 
and the book value of the acquired assets It is usual gradually to 
write off goodwill out of profits, especially windfall profits, on the 
argument that should the company ever go into liquidation 
goodwill might well prove to be not only an ‘intangible’ but a 
‘fictitious’ asset It is, nevertheless, somethmg of a paradox that 
when a firm is making the satisfactory profits out of which the 
Item can be comfortably written off, goodwill can be justifiably 
regarded as a reflection of the true value of the firm as a going 
concern , it is only if there are no profits out of which to write 
down goodwill that the ‘asset’ can be definitely said to be 
worthless I 

Other examples of mtangible assets are patents and trade- 
marks Unlike goodwill, these can be sold separately from the 
busmess as a whole, so that their entry m the balance sheets as 
individual assets is easily understandable Patents and trade- 
marks are shown at their cost of acquisition less amounts written 
off, many, of course, may be valuable for a short period only, and 
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writing down is a more accurate reflection of the true state of 
affairs than is often the case with goodwill 

Other intangibles conform less easily to the idea of an asset as 
viewed by those not acquainted with accounting methods. Certain 
assets relate to expenditure carried forward into the accounts of 
later years , for example, when a company is formed, the so-called 
‘preliminary expenses’ of formation are treated not as a current 
charge on profits but as an ‘asset’ and entered as such in the 
balance sheet. The justification for this is that the expenses of 
company formation are not attributable to its operations in its 
initial year alone but can be regarded as the price paid for the 
lastmg ‘asset’ of incorporation, the cost of which is logically 
chargeable to the whole life of the business Like goodwill, 
however, prehmmary expenses are generally written off out of 
profits as early as possible A similar example concerns expenses 
incurred m connexion with an issue of share capital or debentures 
Another such intangible asset is sometimes to be found m the 
shape of ‘advertising expenditure’ When a company undertakes 
a major advertising campaign part of the outlay may imtially be 
withheld from the profit and loss account and entered in the 
balance sheet as another intangible asset on the grounds that it, 
too, should not be regarded as a constituent of the cost of one 
year’s operations alone if its benefits are expected to stretch well 
into the future A similar case is provided by development or 
prospectmg expenditure 

The practice of treating certam abnormally large outlays 
temporarily as assets rather than as current costs may be open to 
criticism when its justification is sought only in the need to avoid 
‘undue’ fluctuations in profits. The appearance in the balance 
sheet of these values for which no real counterpart can be found 
IS, of course, another reflection of the problems raised by modern 
accountmg in being less than a valuation of the future but more 
than a mere record of the past m its treatment of assets and 
liabilities The treatment of intangible assets is not without its 
logic, but their true status as assets, that is to say as prospective 
earning power, depends entirely on whether the expectations 
entertained regarding their profitability are sound It is in this 
sense that their occasional description as ‘fictitious’ assets may 
be fitting 

Finally, perhaps the most curious intangible ‘asset’ that may 
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appear on the right-hand side of the balance sheet is the balance 
of the profit and loss appropriation account when this is a deficit 
The most obvious course would be to deduct an equivalent 
amount from the reserves of the company, but m the eyes of the 
Compames Act this would be tantamount to writing down the 
book value of the company’s capital. Such a step would requue 
the consent of the court, m the absence of which the item appears 
as an ‘asset’ This should not be allowed to obscure the fact, 
however, that if a business makes a loss its resources have been 
depleted by this amount 


LIABILITIES 

In Table 9 ‘Liabilities’ are arranged in the manner which the 
provisions of the 1948 Act and the need for ease of interpretation 
between them have made common 

Capital 

The 1948 Act requires the amounts of both authorized and 
issued capital to be stated The former is that authorized in the 
company’s Memorandum of Incorporation (and on which capital 
duty has been paid). The latter refers to the number and nominal 
value of the preference and ordinary shares that have actually 
been issued 'The full nominal value of these shares may not have 
been payable at the time of issue, or the calls for payment on a 
recent issue of capital may not have been completed at the 
balance-sheet date, so that the balance sheet must show how much 
has been paid up on issued capital 

Capital Reserves 

The general nature of capital reserves has already been 
descnbed The Capital Redemption Reserve Fund and the 
reserves for ‘Obsolescence and Replacement of Assets’ and 
‘Revaluation of Fixed Assets’ have also been explamed The 
Share Prenuum Account, on the other hand, has not yet been 
met It arises when shares have been issued at a price in excess 
of their nommal value The ordmary shares first issued, for 
example, might have been issued at their nominal value, but by 
the time of a subsequent issue of the same class of share the Stock 
Exchange quotation for the original shares might well be in excess 
of their nommal value, owmg to the progress of the company in 
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the intervening period The new issue of shares, identical as to 
dividend rights and other respects with the original issue, would 
thus be made at prices comparable with the current quotation of 
the original issue, and the excess of the issue price over nominal 
value — owing to the statutory requirement that all shares must 
carry a noimnal or ‘par’ value — ^would have to be shown separately 
m the Share Premium Account This account is often used for 
writing off ‘preliminary expenses’ and other intangible assets 

The First Mortgage Debenture Stock Redemption reserve 
appears to be self-explanatory, the terms of redeemable fixed- 
interest issues may provide for the regular allocation of net 
profits to such a reserve But the book entry may be deceptive, 
for whether the allocation m any way facilitates ultimate redemp- 
tion depends entirely on whether the company possesses sufficient 
cash at the date of redemption, a state of affairs that in no way 
depends on the entry under consideration It is true, of course, 
that a company with a good financial status in the eyes of investors 
may be able to redeem a maturing stock out of the proceeds of a 
new issue floated for the purpose The establishment of a redemp- 
tion reserve, however, does possess some merit m making it clear 
that part of the company’s assets are not available for distribution 
to shareholders In some cases the terms of a debenture issue may 
go further and provide for the annual purchase on the Stock 
Exchange of part of the stock outstanding, such purchases must 
be stated in the balance sheet 

Revenue Reserves 

Revenue reserves represent allocations of profit that may be 
reversed through a company’s profit and loss account, if the 
company possesses sufficient cash, additional dividends can be paid 
to ordinary shareholders from a balance in the profit and loss 
account augmented by transfers from such reserves The distinc- 
tion between the different forms of conungency reserve is un- 
important There is nothing to prevent indirect transfers from 
one revenue reserve to another, and there is something to be said 
for the view that transfers of profits to contingency reserves, as 
against the general reserve or balance carried forward in the profit 
and loss appropriation account, may be intended more as a check 
to pressure by shareholders for higher dividends than as convincing 
evidence of the need for retaimng profits within the business 
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Reserves and Cash 

Revenue reserves arise through the retention of profits, but 
they are in themselves no reliable guide to the soundness of a 
company’s finances at a particular time Dividends can be paid 
‘out of’ reserves only m the book-keepmg sense, whether a 
company can distribute more than the year’s net profit depends 
on whether it has the necessary cash Even if it has a sizeable 
cash balance (or liquid assets such as government securities that 
can easily be realized), the directors may not use it to pay dividends 
if other claims take priority, for example current liabilities or 
longer-term capital commitments Revenue and capital reserves 
represent no more than accounting records, if a company has 
used Its retained profits to acquire factories, machines or stocks 
It IS their contribution to earning power that is vital while the 
company remams a going concern, and m the event of a company’s 
liquidation the values at which physical assets stand in the books 
may not be those at which they can be realized 

Reserves, it has been stated, are accounting records of the 
retention of profits or a mixed bag of certain so-called capital 
entries. In certain cases the accounting method adopted may 
understate a company’s reserves, but the cautionary remarks 
that have been directed to their interpretation as a distributable 
‘fund’ still apply 


Hidden Reserves 

These occur when reserves or provisions created in the com- 
pany’s books by transfers from the profit and loss account are not 
disclosed in amount, even if their existence is indicated They 
might be included in the balance sheet as part of some comprehen- 
sive entry, e g ‘ Sundry creditors, including provisions for con- 
tmgencies ’ Except in the case of shipping concerns, life-assurance 
companies, banks and discount companies, this practice is no 
longer permissible as a result of the 1948 Act 

Secret Reserves 

These arise through the deliberate undervaluation of assets or 
the overstatement of liabilities If capital expenditure on fixed 
assets, e g the purchase of machinery, is charged to revenue the 
result IS to reduce the year’s recorded profit (and perhaps the 
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taxation thereon.) and also to understate the value at which assets 
appear in the balance sheet A similar result is obtained if exces- 
sive provision is made for depreciation, obsolescence or bad debts, 
or if the tax liability is overestimated. Although the Companies 
Act aims at preventing the establishment of secret reserves in the 
detail of its provisions and its general requirement of a ‘ true and 
fair view’, the Act has not resulted in their complete abolition, 
even m regard to transactions arising since 1948 , secret reserves 
already in existence when the Act came into force remained 
broadly unaffected by the Act 

Taxation Provisions 

Provisions for taxation in our imaginary balance sheet appear, 
it will be noted, under two headmgs, ‘Future Income Tax’ and 
‘Current Liabilities and Provisions’ Apart from the questions 
raised by the effect of special statutory depreciation allowances (the 
reserve for deferred liabihty due to Iiutial Allowances) the 
distinction arises because the income tax payable in the commg 
financial year of a company is not necessarily that assessed on the 
profits of the year that has just ended Income tax is assessed m 
the Exchequer income-tax year, which runs from 6 April to 
5 April, and is assessed on the profits of the tradmg year that 
precedes the year of assessment The tax itself is payable on 
1 January of the Exchequer year of assessment and in some cases 
may be paid m two instalments, on i January and i July. 

The mterval between the end of a company’s trading year and 
the time at which the tax liabihty must be met will thus depend 
on the date on which the company’s tradmg year ends The 
following examples make this clear 



Year 

Income tax 

Company trading 

of assessment 

payable 

year 

6 April-s April 

1 January 

1 January 1957-31 December 1957 

1958-59 

1959 

I April 1957-31 March 1958 

1958-59 

1959 

6 April 1957-s April 1958 

1958-59 

1959 

I July 1957-30 Jime 1958 

1959-60 

i960 

I October 1957-30 September 1958 

1959-60 

1960 


Thus for all compames except those whose trading year ends 
between i January and 5 April, the mcome tax hability m respect 
of the latest year’s trading will not be payable within the commg 



THE BALANCE SHEET 


191 

year and is therefore usually shown apart from the current 
liabilities , except in these cases current liabilities will normally 
mclude only the tax due in respect of the profits of the last trading 
year but one The pompames Act requires the basis of the 
provisions made for income tax to be shown, including the way 
in which the previous year’s ‘Reserve For Future Income Tax’ 
has been applied to the entry ‘Current Taxation’ m the latest 
year’s accounts 

The allocation for income tax that is not payable within twelve 
months is really an appropriation of profits to reserve, if the 
company were to cease trading, the payment might never have to 
be made As long as the company stays in busmess the excess of 
tax charges over the current year’s tax liability represents retained 
funds available for normal use 

Assessment for profits tax is made on the profits of the latest 
tradmg year, and the estimate of profits tax due on these profits 
will generally be entered together with the income tax payable 
within the coming year, that is generally as a current liability 
The remaimng current items call for little comment. The 
provision for debenture interest and preference dividends is on 
account of those accrued but not yet paid, that for outstanding 
ordinary dividends represents those declared but not paid 
Finally, to the balance sheet must be appended in note form 
the amount of capital expenditure outstandmg which the company 
has contracted to make Other notes would include, for example, 
details of any arrears of cumulative preference dividends The 
balance sheet must be signed by two directors 



CHAPTER 17 

TOWARDS THE INTERPRETATION 
OF COMPANY ACCOUNTS 

Some of the limitations of company accounts, particularly the 
balance sheet, as a statement of the year’s trading and the com- 
pany’s condition at the end of the year, have already been men- 
tioned They merit a brief repetition The profit and loss account 
may present some difficulty because of the distinction between the 
requirements of the Companies Act and those of the Inland 
Revenue, and the policies adopted by compaiues m regard to this 
and other problems are found to vary. The balance sheet is 
homogeneous neither m its aims nor in its method It is not 
just a straightforward record of transactions, since practically all 
of its asset components, with the mam exception of cash, involve 
some estimate as to the future. On the other hand, it is not, and 
does not claim to be, a valuation of the busmess as a going concern , 
but as a guide to break-up values the usual balance sheet is 
handicapped by its reference to original rather than replacement 
costs as far as fixed assets are concerned The distinction between 
fixed and current assets, which are sometimes entered at current 
market values, may not be clear or consistent Even on their own 
chosen ground, the significance of company accounts may still be 
obscured by secret reserves, the provisions of the Compames Act 
in practice acting as a safeguard only agamst the grosser form of 
abuse. Finally, as long as company accounts make no reference 
to turnover and order-books, give no indication of changes in 
conditions withm a period shorter than a year, and make no 
apportionment of profits between the different sides of a business, 
the student of company affairs must at the outset recognize the 
paucity of the information put at his disposal 

Bearing these qualifications in mind, it is nevertheless possible 
to rearrange the components of the balance sheet m the form of 
groupings and ratios so as to assist the interpretation of the 
account and its changes from year to year These calculations may 
provide few answers, but they do at least serve to raise questions 
that might otherwise have been overlooked They also have a 
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certain conventional value, for in so far as other investors are 
known to use them in their appraisal of the relative merits of 
different securities it pays any investor to give them some atten- 
tion Since It IS not part of the aim of this book to enter into a 
detailed study of the interpretation of company accounts, only a 
sample of the possible groupings and ratios will be given 

NET ASSETS 

These can be defined as the total book value of assets in which 
the shareholders of a company have rights, after deducting the 
habihties of the company to ‘outsiders’, including debenture- 
holders The term is often used to refer to ‘tangible’ assets only, 
goodwill, etc., being excluded The calculation is as follows 

TOTAL ASSETS mtniis Debenture liability 
Bank overdraft 
Other creditors 
Tax reserves and provisions 

Leaves net assets (including intangibles)— 

which are represented by share capital plus reserves 

To obtain net tangible assets the intangibles are simply 
deducted from this total 

NET ASSETS PER ORDINARY SHARE 
Taking the calculation one stage farther, the net assets ‘ attribut- 
able’ to the ordinary shareholders alone, or ‘net worth’, can be 
found by deducting from net assets (or net tangible assets) the 
redemption value of any preference shares If in turn this residual 
is divided by the number of ordinary shares in issue, a figure 
equivalent to net assets (or net worth) per ordinary share is 
obtained. 


BREAK-UP VALUE PER ORDINARY SHARE 
If intangibles are excluded the result is often expressed as the 
break-up value per share When some estimate of the realizable 
value of a firm going into liquidation is required, the reserve for 
future taxation, which may not be needed, is often added back, 
on the other hand, the book value of physical assets and debtors 
must be treated with caution 
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RETURN ON CAPITAL 

The profitability of a company’s operations may be considered 
m regard to the return on its resources as a whole or from the 
pomt of view of the ordinary shareholders alone The former 
would be the criterion used, for example, to examine whether a 
monopoly was earmng an excessive rate of profit, calculated by 
expressing gross profits after depreciation but not deducting 
directors’ remuneration or interest on loan capital and other debts, 
as a percentage of gross tangible assets, that is before deducting 
‘outside’ liabilities But to the ordinary shareholder it is the 
return on the assets used on his behalf that matters 

An assessment of this return can be based on the calculation of 
annual equity earnings (that is the residual of profits after interest 
on debentures and preference dividends) expressed as a percentage 
of net worth To debenture holders and preference shareholders, 
on the other hand, it is their degree of security, the margin of 
available assets and earmngs over their claims, that is relevant 

SOME PROBLEMS IN COMPARING ASSET VALUES 

The main difficulty encountered m comparing the return on 
net assets (or on assets as a whole) between one company and 
another is that the divergence of book values from the current 
values of fixed assets will be found to vary widely from company 
to company after a period of marked price instability. The 
calculation of the return on assets employed is perhaps of greater 
value in tracing the profitability of one company from year to 
year, particularly in examining the use of retamed profits or new 
capital 

In choosing between shares of different compames, investors 
often compare tangible net worth per share with the latter’s 
market price , here again the divergence between book and current 
values presents a difficulty Many cases have been encountered 
in practice where net worth per share is in excess of the market 
price of the share and would be even more so if current market 
values could be assigned to fixed assets 

One explanation for this discrepancy between share price and 
asset values is that the former may have been depressed by a fall 
in profits In this case the question must be asked whether the 
period of adverse trade is likely to be of short duration, for other- 



THE INTERPRETATION OF COMPANY ACCOUNTS I95 

Wise the figure attached to the book value of the firm’s assets 
might deserve a somewhat sceptical assessment Another likely 
cause of the discrepancy is the conservative dividend pohcy of a 
company that is prospering, for mvestors naturally value the 
dividend bird m the hand more highly than that in the bush By 
way of contrast, in the case of companies whose dividends are 
expected to show a marked increase in the near future, the 
market price of ordinary shares may be pushed well above the 
figure of net worth per share This is another reflection of the fact 
that the aggregate of the values assigned individually to physical 
assets, even on the basis of replacement cost, may be much less 
than their collective value when used in a particular business 
concern, as represented by the present discounted value of 
expected future net earmngs. If profits were entirely distributed 
to shareholders, we could expect market values per share to fall 
short of net worth per share only m the case of those compames 
whose operations were expected to contract In the case of 
compames that were approaching liquidation the market value of 
the ordinary capital would depend on what could be expected from 
the realization of fixed assets and on the liquid assets accumulated 
as a result of past operations, break-up values calculated from 
balance-sheet figures might be a poor guide 

CURRENT ASSETS AND LIABILITIES 

The usual current assets are stocks, debtors, marketable invest- 
ments, Tax Reserve Certificates and cash An examination of 
these Items often provides a clue as to the course of a company’s 
operations A marked rise m the ratio of stocks to debtors may 
mean either the pilmg up of unsold goods or the buildmg up of 
work in progress prior to a major increase m sales , which inference 
IS to be drawn cannot usually be decided without additional 
information, for example, from trade reports or the chairman’s 
statement The ratio of stocks to production, when known, may 
give some indication of the relative efficiency of comparable firms 
in regard to the economy of resources The balance of current 
assets as between hquid and non-liquid items is frequently a 
matter for careful consideration when the ability of a company 
to pay higher dividends or expand output is under examination. 

A review of current assets alone is less revealing than their 
consideration together with current liabilities, usually bank 
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overdraft, creditors, current taxation and outstanding interest and 
dividends The difference between current assets and current 
liabilities, described as net current assets or working capital, 
provides a clearer view of the year to year — or more precisely the 
year-end to year-end — experience of the firm than do current 
assets alone For in the course of net current assets may be found 
a guide to the firm’s solvency and its ability to withstand the 
stresses and strains of changing financial conditions, as well as its 
financial capacity for enlarging the scale of its operations 

The comparison of the net current assets possessed by different 
compames is often expressed as so much per ordinary share, 
against which the market price of the share can be considered 

LIQUID ASSETS 

Sometimes current assets are described as ‘liquid assets’, but 
it IS advisable to reserve this term for cash and realizable invest- 
ments, since stocks and trade debts may not in certain circum- 
stances be saleable at their book values, especially if cash is 
required quickly Liquid assets are sometimes expressed as a 
percentage of gross current assets, total tangible assets or net 
worth, or simply as an amount per ordinary share, iVef liquid 
assets, the excess of cash and securities over bank loans and 
current tax, inteiest and dividend liabilities, are a more useful 
indication of liquidity 

The ratio of net current assets to production or profits, if 
current dividend and interest liabilities and current taxation are 
deducted from liabilities and an equivalent amount excluded from 
current assets, may throw up sigmficant variations in the financial 
requirements of different companies One difficulty here, however, 
IS to decide how to treat what is obviously a surplus of liquid 
assets held by firms unwillmg either to expand output or increase 
dividends 

While calculations such as these are often of much value, the 
hmitations of the balance sheet, with its succession of static 
portraits of a company’s affairs at a single point of time, must 
always be borne in mind Where seasonal factors are important, 
many of these methods of comparing one company’s accounts 
with another’s lose a great deal of their usefulness in cases where 
balance-sheet dates differ , the make-up of the working capital of 
a retail store immediately after Christmas, with stocks low and 
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cash at a high level, will be quite unlike that of one whose financial 
year ends on 3 1 March, just before an Eastei sale period 

OVERTRADING 

The condition known as ‘overtrading’ consists of a level of 
operations that is too high m relation to liquid assets possessed 
When over-expansion takes place, net current assets are depleted 
as current liabilities, mainly bank overdraft and trade creditors, 
rise rapidly to support the company’s ambitions after its liquid 
assets are exhausted The financial stringency that results is itself 
a cause of a loss of profits, stocks may be too low for prompt 
dehvery to be assured, the shortage of cash means that favourable 
buying opportumties may have to be forgone, further credit 
facihties may be expensive, and pressure on trade debtors may 
damage a firm’s goodwill. Sooner or later the competitive ability 
of the overtrading concern may be weakened by its tendency to 
defer the replacement of old plant and machinery. It is the loss 
of profits that causes current liabilities to rise by more than current 
assets , expenses increase by more than the inflow of cash from 
sales, plus claims on customers and saleable stock The remedy is 
either a lower volume of trading or an issue of long-term capital 

EARNINGS AND COVER 

The course of profit margins, that is the ratio of profits, before 
or after depreciation, to sales, is obviously of major importance 
to the understanding of company operations Unfortunately, 
statistics of turnover are rarely published by individual companies 
in this country , although some reference to profit margins is often 
made, in a general fashion, in the chairman’s statement 

The security of interest and dividends provided by the current 
level of profits can be measured more directly by examimng the 
profit and loss account Profits have to meet interest on loan stocks 
and taxation, then the claims of the preference shareholders, the 
ordinary shareholders’ rights bemg vested m the remainder The 
company’s profit after depreciation, less profits tax but before 
deducting income-tax or debenture interest, can be expressed as 
100, and debenture mterest, preference and ordmary dividends 
can be calculated gross as successive percentages of the total This 
is the ‘priority percentage’ method of assessing the income cover 
for mterest and dividends As expressed here it will slightly 
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underestimate the cover for the debenture interest, as mcome 
represented by the amount of profits tax paid would be available 
to meet debenture interest, which ranks as an expense for tax 
purposes In practice, however, this comphcation may be ignored 
if the rate of profits tax is hght The calculation will also be more 
comphcated if in the imposition of profits tax a distinction is made 
between distributed and undistributed profits 

Priority Percentages 

Suppose a company earns £200,000 after profits tax but before 
deducting debenture interest and that the gross debenture mterest 
is £20,000, gross preference dividends £20,000 and gross ordinary 
dividends £80,000 , this gives priority percentages of : 

Gross Gross Gross 

debenture preference ordinary Gross 

interest dividends dividends ‘ residual ’ 

o-to 10-20 20-60 60-100 

In this case debenture mterest is covered ten times by profits 
Just how the cover for the preference dividend should be expressed 
IS sometimes a matter for dispute. On the simplest calculation 
the preference dividend can be said to be covered nine times, 
that IS (too— io)/io times But m order to give full weight to the 
claims of prior charges a common practice is to relate earmngs to 
the cumulative requirements of different stocks In this case the 
preference dividend would be said to be covered five times, that 
IS 100/(10-1-10) tunes The amount remammg after meeting 
debenture interest and preference dividends is sometimes des- 
cribed as bemg ‘available for ordinary shareholders’ or, more 
usually, as ‘equity earnmgs’, when the context is clear the word 
‘equity’ is often omitted The ordinary dividend in this example 
is usually described as being twice covered by earnings, that is 
(100— 2o)/(6o— 20) times 

Another company might provide twofold cover for its ordinary 
dividend, but m the following priority percentages. 

Gross Gross Gross 

debenture preference ordinary Gross 

interest dividend dividend ‘residual’ 

0-30 30-80 80-90 90-100 

In this case it would take only a 10 per cent fall in profits to 
uncover the ordinary dividend , the position of the ordinary share- 
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holders is obviously less secure than that revealed m the first 
example despite the fact that m the second the apparent gross 
cover for the ordmary dividend is no less The explanation is 
that in the second example the income of the company is more 
highly ‘geared’, that is a greater proportion of the year’s income 
IS taken by the prior charges When the outlook for profits is 
unfavourable, therefore, the shareholders m a highly geared 
company are at a disadvantage On the other hand, high gearing 
means a proportionately greater expansion in earnings available 
for distribution when profits are rising 

Priority percentages show a clearer picture of the security for 
debenture interest and preference dividends as well A simple 
‘times covered’ method of description, unsupported by priority 
percentages and omitting to combine debenture interest with the 
preference dividend, may appear to imply that current earmngs 
provide greater security for the preference dividend when this is 
smaller than debenture interest This, of course, cannot be the 
case , a similarly misleading comparison might be given as between 
the different classes of preference shares alone 

Capital Cover 

The margin of cover for debenture interest or preference 
dividends — ‘income cover’ — ^may be widely different from the 
margin of assets available for the repayment of principal — ‘ capital 
cover’ Capital cover consists of that portion of net assets that 
would be available for repayment, usually after the deduction of 
intangibles from book assets and, of course, after adjustment for 
any claims ranking prior to that in question Thus a debenture 
may carry income cover of, say, ten times and capital cover of 
five times But in regard to the latter the qualifying remarks made 
regarding reserves must be borne in mind , the ability of a company 
to repay depends on its cash resources, which will usually form 
only a small part of total net assets, and in the event of liquidation 
the proceeds of realized assets may differ from book values 

CONSOLIDATED ACCOUNTS 

Most large compames today operate through subsidiaries, which 
the 1948 Act defines as compames in which they hold more than 
half of the ordinary capital or in which they are members and 
determine the composition of the board A distinction must be 
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made between a subsidiary and an associated company, the latter 
IS one in which some interest less than control is held, usually as 
part of a business agreement Holdings in associated companies 
are often shown in the balance sheet as ‘trade mvestments’, 
although there is something to be said for the reservation of this 
term to cases where only a small part — say less than one-quarter 
— of the ordinary capital is held, for a larger stake can enable 
considerable influence to be obtained m the other company, which 
13 thus an ‘associate’ in the usual sense of the word As there is 
no legal obhgation to disclose the earmngs of the associated 
company, over and above the dividends received from it, or the 
asset values in excess of the book value of the shares held in the 
associated company, considerable secret reserves may exist behind 
the balance-sheet entry ‘trade investments’ or ‘holdings m 
associated companies’ 

A company that has subsidianes (and is not itself a wholly- 
owned subsidiary of another British company) is required by the 
Companies Act to publish accounts for the group as a whole 
unless, broadly spealung, group accounts are deemed by the 
holding company’s directors to be impracticable, misleading or 
harmful to the busmess These group accounts are generally 
presented as consolidated accounts — that is, the separate accounts 
of the companies concerned are merged mto one set of accounts 
Item by item to show the relationship of the group with the 
outside world, transactions between one company and any other 
within the group cancellmg out for the group as a whole As far 
as is possible the dates of the financial year of the companies m 
the group must be synchromzed 

Where the subsidiaries are all wholly owned by the holding 
company the analysis of consolidated accounts can proceed along 
the lines already introduced Where subsidiaries are only partly 
owned, however, the consolidated balance sheet and profit and loss 
account of the group includes among the liabilities an item showing 
the ‘interest of imnonty shareholders’, or simply ‘minority 
interest’ In the case of the balance sheet this is more than the 
amount of issued capital held by the nunonty shareholders, it 
must include the claim of the latter to the reserves of the sub- 
sidiary compames, calculated proportionately The appropriate 
deduction from the year’s income must also be made m the 
consolidated profit and loss account, part of the undistributed 



THE INTERPRETATION OF COMPANY ACCOUNTS 201 

income of the subsidiary must be allocated to its mmority ordinary 
shareholders When calculating net assets, etc attributable to the 
ordmary shareholders of the holding company allowance must be 
made for the minority interest, it is the consolidated rather than 
the holding company’s account that must be examined However, 
where only the non-participating preference shares of the sub- 
sidiary are held by outsiders the ‘mmority interest’ is merely the 
book value of the preference shares alone and need not be described 
as such 

Although the accounts of a holding company and its subsidiaries 
are published in group form, the group as such has no legal 
identity , and creditors have to look for satisfaction to the individual 
companies to which they may have supphed goods, services or 
cash Like those of the minority shareholders, their interests may 
be damaged by the conduct of affairs between one member 
company and another , unsecured creditors of a subsidiary suffer 
from the danger that part of its resources may pass out of their 
potential control, by way of sale or loan, on possibly unfavourable 
terms, to another company of the group Creditors of the holding 
company are in a stronger position, for a receiver appointed on 
their behalf could sell the shares held in subsidiary compames, 
but it IS generally impossible for a receiver to go further and force 
subsidiaries into liquidation to meet the claims of parent-company 
creditors 



CHAPTER I 8 


ASSET VALUES AND BUSINESS 
FINANCE 

HISTORIC AND REPLACEMENT COSTS 
A business must resolve two important problems when the costs 
of Its raw materials and components are changing If it has any 
control over its own prices, it has to decide whether they should 
be based on the cost at which these materials were actually 
acquired, that is on ‘original’ or ‘historic’ costs, or on the costs 
at which the firm’s existmg stock of materials will have to be 
replaced when they are used up, i e ‘replacement’ costs. 
Secondly, whatever the way in which sellmg prices are formed, a 
firm’s directors have to decide how to calculate in the annual 
accounts the costs actually incurred if the materials consumed 
durmg the year were bought at different times and at different 
prices , this is the problem of stock valuation 
Over a wide range of businesses prices are often based on 
historic costs. Frequent price changes may weaken a firm’s 
goodwill, and alterations to catalogues may be costly and m- 
convenient , the sheer uncertainty of the course of material pnces 
favours the use of historic costs as a pricmg standard This 
policy also conforms to the view of profit as the surplus left after 
maintaimng intact the money, as opposed to the real, value of a 
firm’s capital, an interpretation that, at least until the recent years 
of rapidly rismg pnces, has been accepted by most businessmen 
and accountants, to say nothing of the Inland Revenue authorities 
The adjustment to changes in wage costs, on the other hand, is 
more direct, since these are both less frequent and less transient 

SOME EFFECTS OF ORIGINAL-COST PRICING 
When material prices are rising but seUmg prices are based on 
original costs, the apparent prosperity of busmess may be decep- 
tive Consider, for example, an imaginary scrap-metal merchant 
who buys and sells ten tons of metal each month ; ignoring handlin g 
costs, etc , he can be supposed to sell at a margm of 20 per cent 
above original cost If in the first month he buys ten tons at £100 



per ton and sells ten tons at £120 per ton, his sales proceeds of 
^i,zoo will be sufficient to yield a profit of ^200 and leave ;^i,ooo 
to replace his physical capital — ^ten tons of metal at £100 per ton 
— for his next month’s trading. 

If m the following month the replacement cost of his scrap 
purchased rises to £110 a ton but the merchant continues to sell 
his existmg stock of ten tons at its origmal cost of /too a ton plus 
20 per cent, his sales proceeds of £1,200 will not be sufficient to 
yield a consumable profit of £200 and provide for the replacement 
of ten tons of metal, which would ndw cost ;£i,ioo The money, 
but not the real, value of his capital would be mamtamed ; and to 
keep mtact his real capital the merchant would have to deplete 
his cash resources for the purchase of materials at higher prices 
Thus, when costs are rismg, pricmg pohcies based on historic 
costs deplete a firm’s hquid resources if the volume of trading is 
mamtamed 

When prices are fallmg, on the other hand, the pressure of 
competition will make it difficult in some industries to maintain 
the normal profit margin as a proportion of historic costs The 
proportionate margin over replacement costs, however, may not 
fell at all, so that despite the appearance of reduced profits 
(aggravated by the writing down of stock values to the lower of 
cost or market values), real capital can be kept mtact if the scale 
of operations is mamtamed, and an increase in liqmdity will 
develop. 

CHANGING PRICES AND THE VALUATION OF STOCKS 

The second, and not unrelated, question is the calculation of 
costs durmg a period in which materials have been bought at 
different prices The accounting problem is to decide how to 
value the closmg stock when identical physical imits of materia! 
bought at different prices have been used up m the productive 
process, leavmg in stock a number of umts whose individual 
purchase prices are unascertamable and, mdeed, irrelevant to any 
conventional defimtion of profits The valuation of the closing 
stock in effect determines the cost to be attributed in the company’s 
accounts to the materials actually used up. Since the figure for 
materials purchased is a straightforward cash entry, the cost of 
materials used up durmg the year is represented by the difference 
between the cost of materials purchased, on the one hand, and the 



204 the economic background to investment 

ncrease in the accounting value of material stocks between the 
Deginning and the end of the year, on the other 
By way of illustration, let us assume that our merchant main- 
;ains a stock of lao tons at the end of each month, first selling 
md then buying ten tons during the course of each month Let 
as suppose, furthermore, that at the end of his first financial year 
ns stock of 120 tons had all been bought at a cost of £ioo a ton, 
Dut that in the followmg year the price he has to pay for his metal 
Durchases rises hy £io a ton m each successive month We can 
igain assume that the price at which he sells each month is equal 
:o the cost of the previous month’s purchase plus 20 per cent 
Ignoring other costs, his sales and purchases in his second year 
:an be recorded as follows 

Table 10. Monthly Purchases and Sales 


I Jan , Stock — 120 tons bought at £100 a ton— Book Value £12,000 



Sales 



£ 



Purchases 

£ 

Jan 

10 tons @ 

£120 

value 

1,200 

10 tons 

@ £110 value 

1,100 

Feb 


£132 


1.320 



, £120 „ 

1,200 

Mar 


£144 


1,440 



, £130 

1,300 

Apr 


£156 


1,560 



, £140 „ 

1,400 

Mav 


£168 


1,680 



. £150 .. 

i.Soo 

June 


£180 


1,800 



. £160 „ 

1,600 

July 


£192 


1,920 



. £170 „ 

1,700 

Aug 


£204 


2,040 



. £180 „ 

1,800 

Sept 


£216 


2,160 



. £190 .. 

1,900 

Oct 


£228 


2,280 



, £200 „ 

2,000 

Nov 


£240 


2,400 



, £210 „ 

2,100 

Dec 


£252 


2,520 



. £220 „ 

2.200 


Total Sales 22,320 Total Purthases 19,800 


The question is what value should be given to the closing 
stock of 120 tons ? 


First In First Out Valuation 

The conventional accountmg method m this country of ‘First 
In First Out’ (FIFO) assumes, in effect, that the quantities of 
material first bought will be the first to be sold so far as the above 
example is concerned (or used up in the production process m the 
ease of a manufacturing business) In our example the opeiung 
stock of 120 tons would thus not be deemed to have been com- 
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month of the year The closing stock on 31 December, therefore, 
would be deemed to be composed of the 120 tons purchased 
durmg the second year and valued at the actual cost of acquisition 
to total ,£19,800 On the basis of FIFO our merchant’s trading 
account for his second year would be as m Table ii 
The profit of ^10,220 is equivalent to sales of ,£22,320 minus 
the ‘cost’ of materials used up, which FIFO accounting has put 
at ,£12,000 The latter figure is the difference between purchases 
and the increase in the value of stocks, i.e between ,£19,800 and 
£7,800 In our example, of course, the metal sold in the year is 
deemed to have been the opemng stock 

Table 1 1 . Trading Account [Second Year) 

I 

Jan Stock 12,000 Dec 31 Stock 

Jan -Dec Purchases 19,800 Jan -Dec Sales 

Trading Profit 10,320 

42.1*0 42,120 


£ 

19,800 

2a,32o 


This profit of £10,320 in the merchant’s second year would 
contrast with one in the previous year of only £2,400, derived from 
lao tons purchased at £100 and sold at £120 per ton, opemng and 
closing stock values havmg been the same The quantity of metal 
sold, the quantity m stock and the percentage profit margin in his 
second year have remained unchanged , what has happened is that 
the cost debited to the year’s tradmg has been based on the low 
prices of the past, while the rise m replacement prices has been 
withheld from the year’s cost and embodied m the closing stock 
figure mstead The effect has been to produce a total profit equal 
to the difference betweea purchases and sales (£2,520) plus the 
increase m the book value of an unchanged quantity of stock of 
£7,800 This latter component is known as stock appreciation or, 
by the somewhat misleading American expression, inventory 
profit 

Stock Appreciation 

Stock appreciation consists of the recorded increase of the 
closing stock figure over the openmg stock due entirely to a rise 
in pnce and is thus the increase in the value placed upon the 
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physical quantity of opening stock. But it should be noted that 
the closing stock is entered not at the market value prevaihng at 
the end of the year (3^220+20 per cent per ton), nor at the pur- 
chase price of metal that prevailed at the end of the year {^220 
per ton), but at a ‘ cost’ defined by the method of accountmg 
The element of stock appreciation will depend not only on the 
course of prices but also on the timmg of material purchases and 
sales, that is on the course of physical stock ‘turnover’ In our 
simple example, with prices rising by a constant amount, the 
merchant’s stock bemg turned over evenly throughout the year 
and the year’s purchases and sales bemg equal m volume to a 
constant stock, stock appreciation per ton is equal to the difference 
between the openmg price of ,£100 a ton and the average price of 
purchases made throughout the year, which is ,£19, 800/ 120, or 
£165 per ton. If the merchant’s purchases and sales had been 
concentrated on the months towards the end of the year, or if he 
held a smaller stock that, as in practice, would be turned over 
more than once durmg the year, the element of stock appreciation, 
as well as the other constituents of his book profits, would have 
been different 

Stock Appreciation, Profits and Liquidity 
The bearmg of stock appreciation on the problem of busmess 
finance is that if the total recorded profit of ,£10,320 were paid in 
taxation and distributed m dividends our merchant would be able 
to finance the replacement of his stock of 120 tons only by drawing 
on his cash resources or by raising additional capital His sales 
receipts of ,£22,320 would not be enough to pay out ,£10,320 in 
taxation and dividends and provide for his metal purchases costing 
,£19,800, so that a cash deficit of ,£7,8oo~equal to the stock 
appreciation — ^would have to be met despite the appearance of 
high profits given by his accounts To calculate true distributable 
profits, therefore, the element of stock appreciation must be 
deducted from his book profits after tax 
FIFO accountmg thus exaggerates the ‘true’ rise m profits 
when prices are rismg, if we define ‘true’ profits as those calculated 
after providmg for the maintenance intact of real as opposed to 
money capital; and in so far as businesses tend to base their 
dividend and capital expenditure pohcies on the course of book 
profits Its use aggravates the shortaee of finance due to the 
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formulation of prices by reference to histone costs Moreover, 
inventory profits are inherently unstable, and when a period of 
rapidly rising prices comes to an end, stock appreciation falls 
sharply, and if prices actually decline stock depreciation is 
recorded 

If prices were to fall in our trader’s third year, stock depreciation 
would be aggravated by the practice of entering closing stocks at 
the lower of ‘ cost ’ or market value, no matter how ‘ cost ’ is defined 
If m the third year the replacement price of scrap were to recede 
by £10 a month to £100 at the end of December, our merchant’s 
closing stock would, on conservative accounting criteria, be 
entered at its market value (but excluding profit margin) of;£i2,ooo, 
recording stock depreciation of £7,800 from the opening stock 
figure of £19,800 This would mean a swing m the stock element 
m recorded profits of £15,600 (from +£7,800 to —£7,800), 
which would produce a net loss m the trader’s accounts, even in 
the unlikely event of his maintaining a 20 per cent mark-up on a 
falling market, an assumption which, for the sake of simplicity, 
IS mamtamed in Table 12 

Table 12 Trading Account {Third Year) 

£ 

Jan I Stock 19,800 Dec 31 Stock 

Jan -Dec Purchases 18,600 Jan -Dec Sales 

Trading Loss 

38,400 

His third IS apparently an unprofitable year for our trader, but 
in fact, before paying taxes or dividends, his liquid resources have 
increased by £3,720, the difference between his purchases and 
his sales, presenting a contrast with his accounts that shows how 
unstable is the hnk between the course of financial resources and 
published profits in conventional accounts When commodity 
prices decline, recorded gross profits may fall sharply owing to 
the swmg in stock appreciation, but ‘true’ undistributed profits 
may actually rise, reflecting the dimmished cost of financing 
stocks The incidence of stock appreciation is greatest in those 
industries where raw material costs form a large part of total costs 
and substantial stocks are held, e g in cotton and wool textiles. 
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electric cables, and non-ferrous metal fabrication Fluctuations in 
the element of stock appreciation, exaggerated by FIFO account- 
ing, have been an important cause of oscillations in pubhshed 
company profits, aggravating swings of confidence m the financial 
and business world, in the board-room as well as on the Stock 
Exchange, and causing fluctuations in business hquidity that seem 
to be at variance with the appearance given by profit and loss 
accounts and the course of trading 

In recent years greater awareness of the true situation produced 
by the unstable element of stock appreciation seems to have been 
shown on all sides But company taxation is still levied on book 
profits contammg an element of stock appreciation, despite the 
fact that this is tantamount to the taxation of real capital when, 
as in most of the post-war years, prices have been rismg, m a 
period of rapidly mcreasmg prices, as m 1950-51, the effect is to 
deplete company liquidity just when it is most needed for stock- 
holding The existing system of taxation weighs heavily on the 
problem of financing business expansion in these conditions, and 
a departure from the pohcy of FIFO accounting has been sug- 
gested as a remedy 


Base Stock Valuation 

Although methods other than FIFO are fairly common in the 
U S A , for example, their use m this country is stdl limited One 
such system is the base stock method, which has been used by 
some concerns m the non-ferrous metal fabricating industries, 
for example In these trades a certain mimmum stock of metal, 
carried in the form of work in progress, is absolutely essential 
for the functioning of the business This mimmum stock, under 
base stock accountmg, will be entered in the books year after 
year at a constant price, the cost of its original acqmsition The 
result IS that profits will be unaffected by changes in the replace- 
ment price of this part of a firm’s stocks Where the system was 
customary it had been approved by the Inland Revenue for the 
calculation of tax liabilities until a Court decision of 1953. 

Last In First Out Valuation 

Another alternative would be to replace the traditional adoption 
of FIFO accountmg by that of ‘Last In First Out’ or LIFO, a 
method that is used m the USA and Canada Instead of the 



ASSET VALUES AND BUSINESS FINANCE 209 

assumption that the part of a firm’s stock of materials that is first 
sold or used up m production, is that which was bought first, the 
computation of profits can be made on the not necessarily more 
arbitrary supposition that the latest umt withdrawn from stock 
for processing or sale is that which was bought last Returning to 
the example of our metal merchant, the accounts of the second 
year’s trading would be as follows under the LIFO system 


Table 13 Trading Account [Second Year), LIFO 
L 

Jan I Stock la.ooo Dec 31 

Jan -Dec Purchases 19,800 Jan -Dec 

Trading Profit 3,520 

34.3*0 34.3*0 

With the LIFO method the tradmg profit in this year of nsmg 
prices is shown as £2,^20, against the ;£io,320 produced by FIFO 
accountmg The value of the closing stock m our example is 
equal to that of the opemng stock, but only because the assumption 
has been made that each month’s sale of ten tons is replaced by a 
purchase of an equal amount and that the equivalent of just one 
year’s stock is sold withm the year The 120 tons sold during the 
year is thus deemed by the LIFO method to have been the 120 
tons purchased m the same period, leavmg the ‘original’ 120 tons 
in stock at the ‘original’ price of £100 per ton Because of the 
simple assumptions regardmg stock turnover, it will be observed 
that LIFO accounting has produced the same result as would 
the base stock method if a base stock of 120 tons were maintained 

LIFO Valuation and Price Changes 
If our example were altered so that no purchase of metal was 
made until the opening stock had been completely exhausted, then 
the 120 tons purchased for replacement would all have been 
bought in December of the second year, and the LIFO profit 
would be the same as under the FIFO system In pracUce few 
busmesses allow their stocks of individual items to be entirely 
depleted before replacement, so that LIFO accounting would 
produce a smaller profit in times of rising prices , but the complete 




210 THE ECONOMIC BACKGROUND TO INVESTMENT 

elimination of stock appreciation would in practice be rare, as few 
businesses approximate to the conditions of our previous example. 
In times of fallin g prices, on the other hand, the practice of 
recording stocks at market values takes precedence over either 
LIFO or FIFO methods if the fall in prices is severe enough 
If LIFO were used in these circumstances stock depreciation 
would be smaller than under either the FIFO or market value 
method of accounting, thus restricting the depressing effects on 
business confidence and on the Stock Exchange of heavy book 
losses, but at the expense of a tax hability in times of declimng 
pnces that would be higher than that calculated under the FIFO 
or market value methods of valuation 

Other Valuation Methods 

One argument held against LIFO accounting is that it is more 
difficult to apply conveniently to work in progress, and other 
methods are to be found in use In some industries it is possible 
to attribute to particular articles their actual individual cost — the 
‘unit cost’ system A not uncommon method of valuing work m 
progress is that of ‘standard cost’, by which a standard budgeted 
cost per unit is entered, usually varying with the selling price, 
which IS Itself altered after large changes in raw material prices 
Under the ‘average cost’ system, on the other hand, the book cost 
of the opemng stock is averaged with the cost of materials added 
within each of a number of periods during the year, the cost of 
materials used up in the production process being charged at the 
average price But none of these methods completely disposes of 
the element of stock appreciation 

FIXED ASSET VALUES 

Provtstonfor Depreciation 

Apart from any receipts from the scrappmg or sale of fixed 
assets, the provision for depreciation will be just sufficient to 
enable a firm to replace a constant stock of fixed assets as they 
wear out, if the following conditions are satisfied 

(1) If the firm does not make losses 

(2) If the life of the fixed assets and their flow of service have 
been correctly valued 
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(3) If any movement m the replacement price of fixed assets 
has been taken into account 

If a firm makes losses its provision for depreciation will be 
insufficient to replace its fixed assets even if the other three 
conditions are satisfied, for the incurrence of a loss means an 
excess of current costs over current receipts which can be met only 
by drawing on some form of asset if no fresh capital can be raised 
If sufficient liquid assets are not available the loss will entail the 
runmng down of stocks or of fixed assets, either by sale or failure 
to replace as used up. In the absence of losses, on the other hand, 
depreciation provisions that satisfy conditions (2) and (3) will 
enable a firm to replace its fixed assets year by year, for they will 
amount to the correct withholding, after all other current expenses 
have been deducted, of current receipts from dividend distribu- 
tion and from liability to tax A company need not replace its 
fixed assets as they are consumed if the return from them is 
madequate, the point is, however, that accurate depreciation 
provisions would enable it to replace fixed assets if desired 

Depreciation provisions can only hope to approximate to the 
second of the above conditions, and one of three methods of 
calculating depreciation is generally used, the sinking-fund or 
annuity method, the ditmmshing balance and the straight-line 
method 


The Stnhng-fund Method 

This IS most appropnate to an asset that yields the same net 
return year after year until it ceases to be used A common 
example is that of leasehold property , in this case the process of 
writmg down the book value of the asset is more usually known 
as ‘amortization’ (the term also bemg used for the pnnciple of 
providing for the ultimate repayment of a loan), and in accounting 
terminology there is a tendency to reserve the word ‘depreciation’ 
for the loss of value due to use — ^in the mcome-tax codes deprecia- 
tion allowances are descnbed as representing ‘wear and tear’ 
But there is no difference m principle 
If an asset yields the same net return year after year until it is 
discarded, then all that the provision for depreciation has to 
account for is the element of time, that is for the fact that the 
length of the asset’s unexpired hfe is reduced year by year and 
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that at any moment of time the asset’s value is dependent on the 
number of years of use that remain The difference between the 
value of a new asset with twenty years of life ahead and that when 
It IS one year old, when it has only mneteen years to run, lies in 
the fact that in the latter case one year’s net income, nineteen 
years ahead, is no longer to be enjoyed, in both cases the same net 
annual return is available for mneteen years The loss of value 
during the first year of life is represented by the present discounted 
value of the twentieth year of income; the loss of value m the 
second year of use will be the present discounted value of the 
nineteenth year of income and so on Because of the effect of 
discounting equal parts of an asset’s imtial value over successively 
shorter periods of time, the provision for depreciation rises year 
by year, along the path of a sinkmg fund accumulation If each 
year’s instalment of the sinking fund is invested to yield a rate of 
interest equal to that used in the discounting calculation, the sum 
of the sinking fund provisions and the mterest (itself reinvested 
each year) will be equal to the initial value of the asset 


The Dimtmshtng-balance Method 

Where the loss of present value due merely to the passage of 
time is only one of the causes of depreciation of an asset the 
sinking-fund method may not be appropriate Where loss of 
efficiency or increasing costs of maintenance are important, the 
net income produced by the asset year by year may follow a 
falling path In these conditions the loss of value vill be greater 
in the asset’s earlier years, as the period of comparatively high net 
annual income passes In the case of an asset with a relatively 
short life the effect of discounting may not be sufficient to offset 
this factor, so that the annual provision for depreciation should 
Itself follow some downward curve A convement if rough-and- 
ready method is to compute depreciation each year as a constant 
percentage of the written-down value of the asset, so that a 
machine costing j^i,ooo depreciating by the diminishing balance 
method at lo per cent per annum would be written down in the 
first year by £100, m the second year by £90, and so on The 
common use of this method m Britain is to be explamed only partly 
by its logic separate depreciation provisions need not be made for 
individual assets m the company’s books It is only necessary to 
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reduce the book value of each class of asset to which a given 
percentage rate of depreciation is to be applied, irrespective of its 
age or previous depreciation 

The Straight-hne Method 

A third method, common in North America, but until recently 
comparatively rare in this country, partially restores the eflFect of 
discounting, thus compromising between the sinking-fund and 
diimnishing-balance methods The straight-hne method allows 
for depreciation by assuming that the effect of discounting in 
increasing the loss of present value year by year, as the remaimng 
period of life becomes shorter, is exactly offset by the effect of 
decreasing efficiency in lowering the annual loss of value as the 
years of high net income pass The asset is simply written down 
annually by a fixed percentage of its initial value — ^the depreciation 
of an asset costing ;(^i,ooo written off over ten years would be 
^100 in each successive year 

Depreaation and Changes in Asset Prices 

Since the war the choice of one of these three methods has 
been less important to the problem of maintaining physical 
capital intact than the difference between original and replacement 
prices Rising prices render inadequate for the purpose of replace- 
ment the simple application of the methods described if based on 
original cost, and the deficiency is enlarged if taxation is levied 
on profits defined with reference only to origmal cost, so that 
supplementary depreciation provisions to fill the gap have to be 
made out of undistributed profits that have already borne tax 
If a company’s directors were to distribute to shareholders 
the whole of their company’s net profit after tax, without first 
making these additional provisions, they would be runmng 
down the firm’s capital in real terms, although the consequences 
imght be obscured for some time until replacement expenditure 
fell due 

In periods of falling prices, on the other hand, depreciation 
allowances based on original cost are more than sufficient for 
replacement and swell a company’s surplus liquid assets; but the 
apparent fall m net profits, with depreciation charges based on 
original cost taking an increasing share of gross profits, may react 
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adversely on business confidence, so that the increase in business 
liquidity may not be used to finance capital expenditure. In these 
conditions the accrual to business of surplus and idle depreciation 
funds diverts money from the flow of expenditure and incomes, to 
the detriment of the general level of economic activity and employ- 
ment It is true that in times of falling prices the provision of 
allowances for depreaation based on original cost results in a 
lower tax habihty than does a system based on replacement costs, 
but this factor may not compensate for the deflationary effects of 
a fall in net book profits 

Since the war the impact of high taxation on money profits 
swollen by rising prices — a period in which a high level of capital 
investment has been increasingly regarded as being of prime 
national importance — ^has brought to the fore the disadvantages of 
defining depreciation with regard to original costs only Depreci- 
ation funds might, it is true, be invested in new physical assets 
on which the return was high enough to provide profits sufficient 
to fill the gap between historic and replacement costs on exist- 
mg assets, but this would still mean that net profits normally 
regarded as being available for distribution to shareholders or to 
finance expansion were being reserved for the purpose merely of 
replacement 

Replacement-cost Depreciation 

After the war the suggestion that depreciation should be linked 
to replacement cost received increasing support Two methods of 
accounting have been put forward One would compute deprecia- 
tion allowances in terms of the original cost of the asset and then 
adjust the figures each year so as to reflect current values, the 
additional allowance, which would be a charge on profits before 
tax, would be shown as a special capital reserve, leavmg the book 
value of assets on an original cost basis The other would first 
adjust the original cost or book value of the written-down asset, 
entermg the adjustment to the asset value as a capital reserve, 
before calculatmg the allowance currently due; in this case the 
book value of the fixed assets would be entered at replacement 
prices less depreciation at replacement prices Each method would 
result in a change in the provision for depreciation each year equal 
to whatever was regarded as the change in replacement costs in the 
year 
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At first Sight it might appear insufficient, m order to ensure 
replacement, merely to increase only the current year’s provision 
for depreciation by, say, lo per cent if prices have risen by this 
amount m the year, without raising past allowances in the same 
proportion The answer is that the method would be adequate if 
an amount equal to each year’s depreciation were each year 
mvested m the physical assets whose values were rising This can 
be seen if a business with ten machines each originally costing 
£ 1,000 IS considered As long as replacement costs do not rise 
and if the machines have a life of ten years, a provision for deprecia- 
tion of £1,000 per annum will allow one machine to be replaced 
each year. If replacement costs increased by, say, 10 per cent in 
a particular year a proportionate mcrease m lie year’s depreciation 
would raise the year’s provision to £i,ioo, which would equal the 
now higher replacement price of the one machine to be purchased 
m the year 

The adjustment of depreciation allowances in this manner 
would not be sufficient, on the other hand, if replacement were 
not made contmually year by year, so that depreciation funds had 
in some years to be held in money or in securities whose yield 
after tax was less than the mcrease in the cost of replacement, 

PRICE CHANGES AND THE MEANING OF PROFIT 

The deceptive impact of price changes on profits has led some 
economists and accountants to the conclusion that profits should 
be redefined to take account of alterations in prices, so that, 
among other thmgs, the incidence of taxation can be made less 
onerous than in the present situation, in which rising prices alone 
may cause large increases in taxable profits, possibly endangering 
a firm’s hquidity Opinions differ, however, as to what criteria 
should be used for a redefimtion of profits 

Some economists maintam, for example, that what is at stake 
is the abihty of a busmess to continue as an aggregation of physical 
assets, they argue, in other words, that profits should he defined 
only after providing for the maintenance of the real as opposed to 
the money value of capital, a problem that has been approached 
here only from the point of view of stocks and fixed assets, ignormg 
other assets and all liabilities 

Others argue along different lines, maintaining that taxable 
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profits should be measured after provision for keeping capital 
intact in terms not of replacement prices but of some cost-of- 
bving index What this line of approach seeks to do is to ask 
whether the value of a firm’s assets has mcreased in relation to 
retail prices m general , if so, the argument runs, its owners have 
improved their position m real terms and should thus bear a 
greater share of the tax burden 

These questions were considered by the Royal Commission on 
the Taxation of Profits and Income * In its final report the 
Commission did not support as a principle of taxation the conten- 
tion that profits should be defined in terms of mamtaimng real 
capital mtact, whether in terms of replacement costs or prices in 
general, as this would protect businesses from forces from which 
other taxpayers are not immune The Commission doubted 
whether the full imphcations of such a redefinition of profits, 
involving the recalculation of other accounting items, such as 
debtors; and creditors, would be acceptable to the business 
community 

In the case of stocks, the Commission observed that FIFO is 
not the sole method permitted under the existmg law It concluded 
that any of the commercially acceptable methods should be 
penmtted, as long as it was applied consistently over a period of 
years and not in an arbitrary fashion , it did not appear, however, 
to view the LIFO method with much favour Proposals for the 
adjustment of depreciation m accordance with replacement costs, 
or m proportion to prices in general, were rejected by the Com- 
mission The Commission found no evidence to support the 
contention that any general erosion of physical capital had taken 
place in industry since 1939 , but it recogmzed that the maintenance 
of physical assets might have been difficult in the absence of 
certain special supplementary depreciation allowances granted by 
the government 

Since the Commission had to assume no change m the general 
level of taxation its concern was with its form, and it did not 
favour any alternative to depreciation provisions m their current 
form, on the basis of original cost Although the Commission 
admitted that in the future shortage of finance might restrict 
investment by compames, it did not accept the view that it would 
be necessarily wrong for industry to be obliged, because of the 
• Cmd 9474, iQss (H M S O ) 
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incidence of taxation, to turn to outside finance merely to preserve 
Its productive capacity. This argument follows from the conclu- 
sion of the Commission that, as a matter of accounting principle, 
a tradei’s profit should be computed with reference to the replace- 
ment of his money and not his real capital 

The Commission quoted with approval the opinion expressed 
by the Institute of Chartered Accountants in England and Wales 
that ‘An important feature of the historic cost basis of preparing 
annual accounts is that it reduces to a mmimum the extent to 
which accounts can be affected by the personal opimons of those 
responsible for them ’* Those who give less weight to this 
observation would reply that at least part of the undesirable effect 
of the historic-cost basis would be removed if, as in France, the 
government were to announce annually or at longer intervals an 
index of fixed-asset prices to be used in revalumg assets and 
depreciation on a replacement-cost basis But one important 
diffi culty in computmg the change in prices to be applied to fixed 
assets arises from the need to distmguish between changes in 
prices due merely to alterations m money costs and those reflecting 
changes in the productivity of new physical assets 

It 18 sometimes difficult, in examming the fears expressed by 
businessmen and others durmg this period, to distinguish between 
the condemnation of a high level of company taxation as such 
and, in regard to depreciation allowances, the particular form in 
which It IS cast. It cannot be said that in all cases the considera- 
tions expressed concerning the practical question of finance are 
those apphed to the prmciples on which profits should logically be 
computed The suggestion that depreciation should be hnked to 
replacement costs has been made both by those who consider the 
proposition to be essential to a vahd defimtion of profits and 
those who, while doubtful about the theory, regard more generous 
depreciation provisions as a practical necessity of business finance 
As a result it is probable that the fears of many businessmen on 
the subject of depreciation would be quietened if the general level 
of taxation were lowered, even though the original-cost basis of 
depreciation were retained It is useful to bear this point m mind 
when considermg the measures actually adopted by the govern- 
ment to meet the problem. 

• Institute of Chartered Accountants in England and Wales, Recommenda- 
tions on Accounting Principles, XV, para 387 
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INITIAL AND INVESTMENT ALLOWANCES 
The Royal Commission was able to observe that the government 
had in fact helped to ameliorate the problem since the end of the 
war Even before the war some assistance was given by increasing 
the percentage rates to be apphed to origmal cost in computing 
annual allowances, thus allowing more rapid writing down In 
1946 there came into force, as a result of the Income Tax Act of 
the previous year, the device of the Tmtial Allowance’, which 
was designed to facilitate re-equipment 
The allowance applied to expenditure on plant and machmery, 
mining works and industrial buildings and advanced part of the 
total depreciation allowable for tax purposes in respect of these 
classes of assets by granting a disproportionate allowance on the 
acquisition of an asset. The 1945 rates of Imtial Allowance were 
20 per cent for plant and machinery, 10 per cent for industrial 
buildings and 10 per cent for numng works, since 1945 these 
rates have been altered in order to encourage or restrict investment 
The Imtial Allowance was granted mdependently of the normal 
statutory allowances, but together depreciation for tax purposes 
was still limited to 100 per cent of original cost In the Finance 
Act of 1954 the Imtial Allowances were superseded by the Invest- 
ment Allowance, which was in turn withdrawn m 1956, except for 
ships, fuel-saving equipment and expenditure on scientific 
research 


Effects of the Initial Allowances 

The incidence of the Imtial Allowances as between one firm 
and another depends on the fixed assets actually acquired during 
the year, smce it is on these and not on the existmg stock of assets 
that the allowance is granted For some firms, therefore, the 
Imtial Allowances could brmg the year’s total depreciation provi- 
sions to a level in excess of the figure that would be computed on 
a replacement-cost basis m respect of previously acquired assets, 
while other firms would still show a deficiency Moreover, since 
the total tax-allowable depreciation provision for each piece of 
equipment amounts to no more than the cost of the asset’s acquisi- 
tion, the effect of the concentration of a disproportionate deprecia- 
tion charge on the year of purchase is merely to postpone the 
payment of tax, in so far as the acquisition of each mdividual 
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asset IS concerned. The Initial Allowance represents a remission 
of taxation, reclaimable against future tax, approximating in effect 
to an interest-free loan on each asset acqiured. 

Nevertheless, under this system, a firm investing a constant 
or increasmg sum m eligible assets year by year would, tf the 
allowance remained in force indefinitely, receive some tangible 
benefit, in the shape of the reduction in taxation due to the Imtial 
Allowances on its purchases each year But, even if the concession 
were to remam m force mdefinitely at the same rates, the benefit 
currently accruing to a busmess mamtaimng a constant level of 
gross capital investment would gradually fall to nothing. The 
Initial Allowances on new purchases would eventually amount to 
no more than the shortfall m depreciation on existmg assets as 
compared with what would have been the normal statutory 
allowance in the absence of the Initial Allowances The existence 
of any benefit at all, other than the interest-free nature of the 
‘ advance ’, would depend on the concession’s not being withdrawn 
Because, by its very nature as a means of influencing capital 
investment, the Initial Allowance may be withdrawn when the 
government wishes to restrict investment, the allowance may 
provide little stimulus to capital mvestment , the Imtial Allowances 
were withdrawn m 1951, for example, a year of rapidly mcreasmg 
replacement costs 

Effects of the Investment Allowances 
As an inducement to invest and a supplement to company 
funds, the Investment Allowance introduced m 1954 was a more 
potent instrument. The Investment Allowance was indeed 
granted with a view to encouragmg capital expenditure by 
strengthenmg the busmessman’s inducement to mvest, rather than 
as a means of removmg a financial obstacle to any given busmess 
mvestment pohcy The Investment Allowance covered a rather 
wider field than the Imtial Allowances, mamly by including, in 
addition, agricultural buildmgs and assets acquired for scientific 
research ; but it excluded motor-cars and second-hand machinery 
or plant 

The rates of the allowance were 10 per cent on mdustrial and 
agricultural buildmgs and works and 20 per cent on. the other 
ehgible assets, the allowance being granted on acquisition The 
basic distmction between the Imtial and the Investment Allowances 
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was that the latter was provided in addition to the total normal 
allowance In the case of plant and machinery a business would 
eventually receive depreaation allowances equal to 120 per cent of 
the cost of acquisition Thus part of the profit made would be 
permanently free from taxation , with mcome tax and profits tax 
equal roughly to 50 per cent the concession m eftect enabled a 
firm to buy a machine at a net price approximately 10 per cent 
lower than before The benefit already received by a business 
from the Investment Allowance would not be destroyed if the 
concession were withdrawn, the Investment Allowance on each 
asset was a permanent and not a temporary remission of tax 
Moreover, if continued mdefinitely the total value of the tax 
concession ultimately accruing to a firm would be greater than 
that of the Initial Allowance 

Although It is difficult to distinguish between all the factors at 
work, it is generally agreed that the Investment Allowance played 
at least some part in stimulatmg mdustrial investment in 1954 
and 1955 , indeed, its very success was responsible for its with- 
drawal in 1956, when the pressure of orders for capital goods had 
outstripped the productive capacity of the engineering and 
building mdustries concerned While recogmzmg its possible 
efficacy, particularly m regard to small-scale projects that could 
be put in hand at short notice, the Royal Commission on Taxation, 
It must be recorded, set its face against this particular means of 
stimulating investment Contending that the Investment Allow- 
ance was not designed to remove financial hardship caused by the 
previous system of taxation, the Commission, although not unam- 
mously, expressed the opinion that it was wrong to use an instru- 
ment of direct taxation at all for preferential treatment designed 
to aclueve an economic aim The Comrmssion mamtained that 
direct taxation should be ‘resigned to a rather rigid principle of 
impartiality’, as free as possible from ‘experiments in discrimi- 
natory taxation’ This argument conforms to the Commission’s 
view that replacement-cost accountmg for busmess would be 
unfair to other taxpayers 

Since the war the adequacy or otherwise of the statutory 
allowances has varied with the height of the Initial and Investment 
Allowances In certain years, eg 1949-51 and 1954-5, the total 
statutory allowances have exceeded the estimates of capital con- 
sumption in the company sector that have been published by the 
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Central Statistical Office in the annual Blue Book on National 
Income and Expenditure In recent years the fact that an increas- 
ingly large part of equipment in use is relatively new has helped 
to enlarge depreciation allowances based on ongmal cost, and m a 
lapidly expanding economy, with a grow'mg stock of fixed assets, 
the provision made for depreciation at any time will, apart from 
price changes, exceed the amount of replacement expenditure 
currently reqmred (and depreciation funds will be invested in 
improved forms of equipment) But individual companies, e g in 
the shipping industry, have been less favourably placed in these 
respects 



CHA.PTER I 9 

TAXATION AND COMPANY FINANCE 

Whereas persons, including unincorporated businesses, are subject 
only to income tax (and surtax), the busmess profits of corpora- 
tions, if in excess of ^£2,000 per annum, are charged not only with 
mcome tax but also with a profits tax not levied on other taxpayers 
This distinction reflects the legal view of the company as a 
separate entity 

But the law does not follow this distmction to the extent of first 
taxing company profits and then subjecting shareholders to 
mcome tax on their dividends as a separate source of mcome, 
for the payment of mcome tax by the company at the standard 
rate upon its profits is taken as dischargmg its shareholders from 
any liabihty to pay that tax on the dividends they receive out of 
its profits But shareholders hable to tax at more than the standard 
rate are subject to the excess upon their dividends, and a rebate 
can be claimed m the opposite case 

COMPANY TAXATION AND EQUITY 
The distinction between compames and persons as separate 
taxable entities is not one that is capable of precise application m 
framing the incidence of taxation so as to preserve equity between 
persons, as between members and non-members of compames and 
as between mdividual members themselves For a company 
derives its capital ultimately from the wealth of persons and 
employs it for their benefit Shareholders obtam some pecumary 
benefit even from profits that are not distributed, but personal 
wealth in this indirect form is not generally under the control of 
any mdividual shareholder and so can be said to represent a lesser 
form of taxable capacity than direct income itself This considera- 
tion IS usually regarded as justifying the preferential treatment 
accorded to compames, as compared with umncorporated busi- 
nesses, m not subjecting the former to surtax but imposmg upon 
them a less onerous profits tax instead 

It IS, however, impossible to say to what extent this line of 
reasomng should be pursued, because many shareholders would 
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not be subject to surtax even if company profits were entirely 
distributed in dividends Moreover, the development of a system 
of progressive taxation, whereby rates of mcome tax and surtax 
ascend with levels of income, so that the standard rate is only one 
of a wide range of rates, has made it difficult to weigh the fairness 
of imposing the standard rate of income tax on company profits, 
for not all company shareholders would be hable to the standard 
rate on their marginal mcome if the profits that are now retamed 
by compames were distributed It has to be borne in mind that 
among company shareholders are numbered insurance companies 
and other bodies subject to mcome tax at less than the standard 
rate, as well as surtax payers The Royal Commission on Taxation, 
considering the question of justice along these lines, therefore 
came to the conclusion that, ‘m the absence of any clear guidance 
from prmciples of fiscal equity, we must expect that the rate will 
be determined primarily by the current need for revenue and by 
the economic objects that it may be hoped to achieve by changes m 
the impact of taxation’.* And so it has proved. 

INCOME TAX AND PROFITS TAX 
From the point of view of the company, as a body apart from 
Its members, the ultimate burden of income tax is felt as a charge 
upon profits placed to reserve Between 1947 and 1958, the weight 
of profits tax, on the other hand, varied with the proportion of 
profits distributed to shareholders, for profits that were distributed 
attracted a higher rate of profits tax than those which were not 
In 1958 the discrirmnation of the profits tax between distributed 
and undistributed profits was removed, and a flat rate of profits 
tax of 10 per cent was substituted The degree of differentiation 
in 1957-8, before this change, was secured by legislation first 
charging profits tax on a company’s profits at the rate of 30 per 
cent and then allowing ‘non-distnbution relief’ at 27 per cent on 
profits that were not distributed 
These rates, which were mtroduced m 1956, followed a suc- 
cession of changes. At its peak in 1951-2, income tax and profits 
tax would take between 50 and 65 per cent of net profits if a 
company paid nothmg in dividends, and between 64 and 75 per 
cent if It distributed all available profits, depending on the incidence 
of the Excess Profits Levy then in force The corresponding 
• Final Report, para 57 
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percentages arising from the provisions of the 1956 Budget were 
approximately 46 and 63 per cent These proportions are ex- 
pressed as a percentage of profits after deducting depreciation, 
other allowable expenses and gross debenture interest, the 
income-tax payable on the latter bemg regarded merely as a 
payment made by the company on behalf of the debenture- 
holders 

Besides Umted Kmgdom taxes, companies that operate abroad 
may have to pay substantial sums m overseas taxation Without 
entering mto details, it can be said that, depending on the double 
taxation relief agreements concluded with overseas countries, these 
overseas taxes will in some cases be treated as discharging an 
appropriate part of the company’s liability for Umted Kmgdom 
taxation, m others, overseas taxes rank as expenses deductible 
before calculating mcome subject to Umted Kingdom taxation 
The fact that United Eongdom taxation is generally higher than 
that levied by overseas countries may place British firms operatmg 
overseas at a disadvantage as compared with their overseas 
competitors, and m post-war years there was a tendency for 
British companies trading overseas to shift their seat of control 
abroad in order to escape the burden of British taxation The 
Royal Commission on Taxation recommended special provisions 
to ameliorate this burden and thus to lessen the inducement for 
skilled managements to ‘emigrate’. 

The 1957 Finance Act unplemented these recommendations by 
definmg a special class of company, described as Overseas Trade 
Corporations, whose trading mcome would be exempt from 
Umted ICmgdom taxation except m so far as it was distributed to 
shareholders m this country To qualify for this exemption a 
company must be registered and controlled m the Umted Kmgdom 
and, broadly speaking, must be wholly engaged in carrying out a 
trade overseas Income from securities and other financial invest- 
ments does not quahfy, and shippmg, insurance and financial 
concerns are also excluded, for special reasons 

SOME EFFECTS OF COMPANY TAXATION 

The habihty for U K taxation only of all compames in this 
country, after deducting rehef arismg through taxation abroad, 
reached a peak in 195 1-2 at rather more than one-half of gross 
income less statutory depreciation allowances, falling to two-fifths 
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in 1956. Compared with pre-war years, when roughly one-quarter 
of net income was paid m taxation, the weight of company taxation 
was still heavy eleven years after the war, despite the reductions 
made after 1952. 

Taxation and the Availability of Company Finance 
It cannot be said that smce the war the level of company 
taxation has been such as to cause a shortage of finance for mvest- 
ment by companies as a whole In most post-war years retamed 
earmngs have been more than the amount of investment actually 
undertaken by companies, the barriers to mvestment have in 
general been psychological and material rather than financial 
Despite the increase m taxation, finance has been adequate in 
the form of earnings retained by compames as a whole, because 
gross profit margms, at least until 1957, were generally as high as 
in the less prosperous pre-war years , and thanks to the rise in 
prices and the volume of output the gross income of compames 
has risen to several times its level in the less profitable year of 
1938. In money terms, however, gross debenture interest and 
gross preference dividends on the pre-war capital structure were 
more or less fixed at their pre-war level by their very nature as 
fixed-interest securities The consequence has therefore been a 
mamfold mcrease m the margin of company income available 
after meeting gross debenture interest and preference dividends 
Out of this margin must be found gross ordinary dividends, 
retained profits, the profits tax, and that part of income tax that 
can be regarded as falling upon the unistnbuted profits of a 
company 

Table 14 shows how the burden of taxation since the war has 
been carried not by undistributed profits, which in 1957 were over 
six times their pre-war level, but by the ordinaiy shareholder, 
whose gross share of the residual has fallen from over one-half 
to less than one-quarter If taxation is deducted entirely, the 
share of net ordinary dividends m the net amount available for 
equity can be found to have fallen from two-thirds to somewhat 
over one-third. 

It would not be true to say, however, that the incidence of 
taxation has had no adverse effects on internal business finance at 
all For new companies, particularly if they are small concerns, 
without easy access to outside finance, rely on undistributed 
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profits to finance their expansion , and with taxation taking up to 
one-half of net profits m the post-war years, even if no profits at 
all were distributed, the effect of taxation has been to penalize 
the new as compared with the established business In the case 


Table 14 Company Profits in 1938 and 

Combined Appropriation Accounts^ 


1938 

(£m) 

Trading profits of companies operatmg m U K ^ 548 
Trading profits of Bntish companies operating 
abroad’ 106 

Non-trading income 239 


1957 

(£m ) Index 

(1938 = 100) 
3>5i7 4S9 

299 282 

651 272 


TOTAL INCOME* 


893 3.467 388 


LESS 

Debenture interest, gross 
Preference duidends, gross 
Miso interest and dividends, gross* 


LEAVES 

AVAILABLE FOR ORDINARY SHAREHOLDERS 
AND TAXATION* 

OF WHICH 

Ordmary dividends, gross 
Taxation, me overseas taxes* 

Retained income, net* 


61 71 116 

121 109 90 

66 242 367 

248 422 170 


64s 3.04s 472 

368 720 196 
129 I. 3 S 3 1.049 
148 972 6s7 


d therefore 


Sotirce National Income and Expenditure^ 1058 (H M S O , London) 
for igp relate to aome companies that were nationalized in 1957 ar 

* After dcpreoatiODt but excluding stock appreciation 
’ In this table income tax deducted from payments of interest and dividends is treated as falling 

not on companies but on the recipients of the mterest and dividends, so that interest and dividends 
are shown gross, before deduction of tax The figures of taxation recorded here can be regarded, 
therefore, as falling only on undistributed mcome Total U K taxation accruing on company in- 
come, including income tax on interest and dividends, was ^^256 million in 1938 and £1,533 nullion 

* Building society interest and dividends , co-operative society dividends 


of the new business whose outside shareholders look for a high 
return on their capital, the barrier to growth in the form of a penal 
rate of distributed profits tax would naturally be even higher 
Although the importance of these considerations cannot be 
measured statistically, and thus stand in danger of being overlooked, 
the level of company taxation can be said in this way to have 
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accentuated the rigidities in the British economy and to have 
blunted the forces of competition 

Some Effects of Low Dividends 

The effect of passmg the burden of company taxation to the 
ordinary shareholder, with the encouragement of successive 
governments who have appealed for restraint m dividend policy 
in order to restrict wage claims and personal expenditure, has 
also been to discourage economic flexibility It is true that it is 
possible to argue, paradoxically, that the policy of keepmg ordmary 
dividends low in relation to available earmngs may actually have 
raised the status of ordinary shares m the eyes of the financial 
world, particularly of institutions such as insurance compames 
and of conservatively-managed trust funds, for the mcrease in the 
margin of cover for ordinary dividends reduces the risk that they 
will be cut when trading conditions become unfavourable To 
the extent that relatively low dividends have made investors in 
general and the mstitutions m particular less afraid to hold ordinary 
shares, the result has been to broaden the demand for ordinary 
shares and thus to widen the field of risky capital investment 
projects that can be undertaken now that sufficient time has 
elapsed for the margin of cover for ordinary dividends to have been 
built up 

Agamst this must be set the important consideration that the 
pattern of capital investment is likely to have been distorted by 
unduly conservative dividend policies Many individual concerns 
have found their retained earmngs msufficient to finance mvest- 
ment projects that they consider worth undertakmg The mam 
channel through which the surplus funds of one company can be 
made available to finance the expenditures of another is via the 
new issue market If the level of ordinary dividends had been 
higher it would have been easier for their recipients to subscribe 
to the new issues of those concerns requiring new money The 
distribution of capital investment between different companies and 
mdustries, and ffius their relative rates of growth, would have 
been decided to a greater extent by the assessment of their pros- 
pects by the investing comrauraty and less by the existing pattern 
of profits and reserves The latter being influenced by history and 
by the distribution of monopolistic advantages, a more generous 
dividend policy would have enabled investment projects to come 
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Within a wider scrutiny It might even have led to a higher level 
of investment overall, for some compames retained profits exces- 
sively in the form of idle liquid resources m the decade after the 

Low dividends may also tend to discourage capital investment 
in other ways By depressing share prices they render the raising 
of capital from the public more expensive and so make it more 
difficult to justify raising new equity capital The earmngs yield 
on ordinary shares is relevant in this context If existing ordinary 
shares have a market price of £5 and are backed by equity earnmgs 
of per share the earmngs yield is 20 per cent If the company 
issues new shares at a price of £5 the earmngs per share on the 
augmented capital will fall and previous shareholders will suffer 
accordmgly, unless the project financed earns at least 20 per cent 
per annum. Low dividends, by holdmg down share prices, mean 
high earmngs yields 

The same problem can be looked at from another pomt of view ; 
untd 1955, at least, the market value of the ordmary capital of 
many companies was lower than the current replacement value of 
the assets which they represented In this situation a company 
can only enlarge the assets at its disposal by a new ordinary-share 
issue if It increases its nominal capital by proportionately more, 
thus reducing earnmgs per share for holders of existing shares 
unless the rate of return on the new project is sufficiently greater 
than that obtained from existing assets. 

In short, dividend restraint encouraged by government exhorta- 
tion and the incidence of taxation tend to restrict the field of 
investment projects that some compames can afford to finance 
out of new capital, in so far as directors give full weight to the 
mterests of their shareholders m fraimng their investment pohcy 
Here agam, taxation accentuates economic rigidity by penahzing 
the concern faced with a potentially above-average rate of growth 
and especially the small or new concern, whose shareholders 
may seek high yields m any event 

A further possible consequence, but one difficult to assess, is 
that compames may in the long-run react to the high earnings 
yields required by investors by raising their prices to their cus- 
tomers in order to obtam a rate of profit on their capital projects 
sufficient to enable them to finance their investment from retained 
earmngs The general effect would be to stiengthen tendencies 
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making for rigidity and monopoly, for it is only the well-estabhshed 
and monopolistic concern that is in a position to pursue such a 
course 

The Royal Commuston’s View 

The Royal Commission on Taxation broadly agreed with these 
views in Its final report It also noted the fact that a system of 
taxation penalizing the distribution of profits distorts capital 
structures by malung the issue of preference shares generally 
injurious to the interests of the ordinary shareholders, as the higher 
rate of profits tax that had to be paid until 1958 on preference 
dividends as distributed profits could only come out of the earnmgs 
otherwise available for ordmary shareholders. For these as well 
as other reasons it therefore recommended the substitution instead 
of a single flat-rate tax, to be levied in addition to mcome tax, in 
order to end the differentiation between distributed and un- 
distributed profits This recommendation, it has already been 
noted, was implemented in the Budget of April 1958 

Company Taxation and Rtsk-beanng 
The effect of a high rate of tax on risk-taking is not easily 
judged The tangle of motives that lead men to undertake 
financial risks is not such as to enable simple generalizations to be 
made, especially in the sphere of company finance, where limited 
liability and the position of managers who are not large share- 
holders modify whatever conclusions can be applied to the 
unincorporated business It is generally accepted, however, that 
as businessmen are concerned with their net income, high rates of 
taxation inhibit them from undertaking the more risky capital 
projects By ‘more risky’ in this context is meant not those 
projects with a low expected rate of return — ^which, after all, may 
be predicted with confidence — ^but those whose outcome is more 
uncertain, m which the rate of return may he within a compara- 
tively wide range of probabilities 

It IS true that taxation, which reduces net gains, also mitigates 
the net loss of income in the event of a capital project proving a 
failure But losses only reduce tax liabilities if they can be set off 
against income, and they can be carried forward for tax purposes 
only for a linuted period In a business whose income is known 
to fluctuate or for which the outlook is in any case uncertain, 
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such as a new business, there may not be sufficient profits forth- 
coming against which can be charged the possible losses that may 
be incurred on risky projects The small firm may be at a special 
disadvantage in this respect, for the size of the risky project is 
likely to be larger in relation to its usual level of profits than that 
of the giant concern, in many industries there is a scale of opera- 
tions beyond which it is economic to proceed only by means of a 
comparatively large jump, and it is at this stage that tlus considera- 
tion may prove important 

In Its effect on risk-takmg, high taxation penahzes the small 
and the rapidly growmg concern and strengthens the position of 
the monopolistic and the well-established busmess. The con- 
sequences of high taxation may be particularly serious m regard 
to the ability of this country to export, for it is in this field, 
whether mvestment takes the form of manufacturing or marketmg 
facilities, that uncertainty is generally highest 

TAKE-OVER BIDS 

A take-over bid is an offer to purchase a sufficient number of 
shares of a company in order to acquue control over it. Since 
the purchase price offered is generally in excess of the current 
market price of the shares, it follows that the purchaser expects to 
obtain a higher return than that to which other mvestors were 
previously lookmg forward This may be possible through a 
number of ways which have made ‘take-overs’ a common feature 
of industrial life, such as, for example, the mtegration of a small 
company with a larger one m order to secure greater operatmg 
efficiency or other econoimes of scale Sometimes the purchaser 
may believe that he can arrange for a company to be run more 
successfully even withm the existmg framework of operations 
merely by changing its management, although this sometimes 
arouses controversy no special issues are involved, for the existing 
shareholders will only accept the bid if they are positively dis- 
satisfied with the present management, who are generally given 
adequate compensation 

Take-over Bids and Low Dividends 

Certain types of take-over bid have been a special feature of 
the post-war penod, however, resultmg mduectly from the low 
level of dividends, which m turn has been partly the result of the 
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system of taxation. The simplest example is that where a pur- 
chaser beheves that a higher rate of dividend is justifiable even 
if the business is continued along existing lines, with no redeploy- 
ment of physical assets In this case the company to be acquired 
must have a sufficiency of liqmd assets out of which dividends can 
be raised The would-be purchaser may be convinced that the 
existing board of directors, unable to use the company’s hquid 
funds for physical investment, has merely been overpossessive 
by not distributing part of them to shareholders The purchaser 
may perhaps believe that, by writing up book asset values to 
current prices, he can show that the company’s liquid resources 
are obviously surplus to the company’s indebtedness With 
government exhortation for dividend restraint and a high rate of 
tax on distributed profits such cases have not been uncommon in 
post-war years They generally resolve into the question of 
whether the existing shareholders possess sufficient confidence m 
the current management to accept its assurance that a conservative 
dividend pohcy is essential, although m a number of cases the 
existence of the bid has m itself been enough to prompt directors 
to raise dividends in order to make it impossible to purchase their 
company’s shares ‘on the cheap’, suggestmg that in the companies 
concerned an over-cautious dividend policy was certainly being 
pursued 


The Redeployment of Assets 

The examples of take-over bids that have aroused the most 
controversy are those where the purchaser believes that some 
rearrangement of the company’s assets will be profitable In these 
the essence of the object of a take-over is to acquire control over 
the company’s hquid resources for one of two purposes 
First, the purchaser may, on acquiring control, be in a position 
to use the company’s cash to make a tax-free payment out of 
capital gams, by first hquidatmg its fixed assets at current values, 
for example. The so-called capital distribution may not be free 
of tax if the take-over is one of several carried out by the purchaser, 
for the Inland Revenue authorities may deem take-overs to have 
become his ‘trade’, in this case his receipts will be taxed as 
‘income’ The Royal Comimssion on Taxation, it may be 
observed, argued that these ‘special capital profits dividends’, as 
they are sometimes called, should not be allowed to escape tax. 
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since they ‘do not appear to differ substantially from other 
dividends’ in being a distribution made only after the company’s 
directors have satisfied themselves that its remaining assets will 
be sufficient to meet all the various claims made upon them 
Secondly, the purchaser may use the company’s cash to pur- 
chase shares in what will become a subsidiary or associated 
company In some cases the company over which the bidder is 
seeking to gam control may not even possess the cash required to 
carry out these objects, but the would-be purchaser will hope to 
be in a position to turn part of the company’s physical assets into 
cash by outright sale or, in the many cases where the physical 
assets concerned are freehold property, by means of what is 
known as a sale and lease-back arrangement In this latter case 
the freehold will be sold, perhaps to a large institution such as an 
insurance company, and probably at a price m excess of its book 
value, but the property will be continued to be used in return 
for an annual rent 


The Dutnbutioti of Cash 

In the situation where existing cash balances are distributed as 
tax-free capital payments, the issue from the company’s point of 
view is again whether the cash is really surplus to its operating 
requirements This possibility may make a take-over bid profitable 
because of two factors First, the low level of dividends paid may 
result in the market prices of the company’s shaies being not 
much above the value of its liquid assets per share Alternatively, 
It is sometimes argued, a purchaser may be prepared to strip a 
company of part of its necessary workmg capital when the capital 
payments can be made free of tax The first consideration is again 
a question of prudent dividend policy The second possibility 
cannot easily be accepted at its face value For m biddmg for a 
company’s shares the effect is usually to raise its price, not only 
because of the public announcement of the bid but because m the 
process the would-be purchaser usually buys a sufficient number 
of shares to be m a position to influence the board If the distribu- 
tion of cash goes so far as to injure the long-run prospects of the 
company its share prices could ultimately be expected to fall, so 
that whether the purchaser could afford to carry out such a policy 
would depend on the comparison between any tax-free receipts 
on the one hand and the movement of the price of his shares on 
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the other In fact, the distribution of cash m this way has been 
rare, and the purchaser has generally retained part of the equity 
he had acquired and therefore kept an interest in the long-run 
prosperity of the company. 

The Sale of Physical Assets 

In some cases, however, the purchaser may mdeed be willing 
to damage the future earmng power of the company over which 
he acquires control if he can sell part of its physical assets at a 
really large profit over their book value, perhaps even going so far 
as to wmd up the company This situation is generally only 
possible when the profit earned by the company’s assets in their 
present use is simply not high enough to enable dividends to be 
raised by the existmg management Fixed assets may nevertheless 
still be sold at a profit if they can be put to better use in another 
hne of business The social argument in favour of such an 
action m this case, therefore, is that the take-over bid results m 
plant and equipment being used in ways which the community, 
judged by the test of the market, regards as bemg more 
desirable 

The sale and lease-back transaction, which in the case of many 
types of company, such as the multiple retad store, is a common 
method of economizing in capital, presents no controversy when 
the proceeds of the transaction are used withm the business, 
obviously if It were not profitable it would not be undertaken 
Dispute may arise, however, when the proceeds of the sale and 
lease-back are used either for a distribution of capital or to 
purchase assets in another business It may be contended that 
the sale and lease-back transaction, by committing the company 
to paymg high present-day rents for the period of the lease, will 
saddle it with a fixed obligation it will eventually be unable to 
bear Furthermore, the operation mvolves uncertainty as to the 
terms on which the lease will be renewed and may reduce the 
security the company may henceforth be able to offer when 
raismg fresh capital Nevertheless, so runs the usual criticism, 
the purchaser can take his handsome tax-free profit and then, 
before sufficient time has elapsed for investors to realize the 
damage done to the company, and thus for the price of its shares 
to fall, he can sell his interest, leaving the remaining shareholders 
to ‘hold the baby’ 
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The Crux of the Question 

This IS the crux of the matter in most of these cases Either 
the purchaser’s policy damages the company’s long-term interests 
or It does not If it does, the purchaser can only be sure of mabng 
a large profit m most cases by selling his shares before other 
mvestors realize the facts of the situation, bids that secure their 
profit by winding up the company’s business are the mmority 
On the whole this would appear to be a dangerous foundation on 
which to base a transaction of any magmtude, and there is no 
reason why these operations must necessarily be mjurious to the 
earnmg power of the company concerned if the proceeds are not 
distributed In any case, the purchaser of the freehold in a sale 
and lease contract will generally make a careful assessment of the 
ability of the company concerned to meet the rent to which it will 
be committed A busmess that cannot recover the economic rent 
of Its own property by earnmg a sufficient profit margin, indeed, 
is makmg an uneconomic use of its own resources 

The factors mvolved m take-over bids are obviously complex, 
and each must be judged on its own merits. No simple answer 
can be given to the question of whether a take-over bid is socially 
desirable if, in return for securmg a more economic use of a 
company’s resources, the purchaser makes a large tax-free profit, 
which, because it is tax-free, is regarded by many as inequitable 
If the purchaser uses the cash released to acquire an interest m 
another busmess, the question to be considered is whether the 
group IS an economic combination, m which scarce busmess 
talent is merely being spread as widely as possible The possibihty 
that a false take-over bid may be engmeered m order to buy and 
then sell shares at a profit is one that may call for Stock Exchange 
investigation; but the risk that is mvolved would seem to make 
the opportumty a rare one. The characteristic common to many 
take-over bids is that they are made possible by over-conservative 
dividend pohcies; if they result, tlirough the defensive action of 
boards of directors, m a general mcrease m dividends, they are, 
of course, open to attack by those who consider that higher 
dividends are m themselves socially harmful 

Above all, take-over bids often mvolve changes m the use of 
resources ; if they became more frequent m the post-war years it 
was partly because after a long period of mdustrial rigidity caused 
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by easy profits, controls and shortages, rich rewards could be 
reaped by those willing to undertake change In so far as change 
IS necessary to economic growth they serve a useful purpose even 
when certain aspects, such as the existence of tax-free gams, may 
be regarded as undesirable They surely cannot, as sometimes is 
claimed to be the case, be condemned merely because they mvolve 
change. 



CHAPTER 20 


THE PROVISION OF SHORT-TERM 
FINANCE FOR COMPANIES 

BANK ADVANCES 

Bank credit is not usually given m this country where it is 
expressly intended to be used for the acquisition of long-term 
capital assets, except to badge the time before permanent capital 
can be raised In practice, however, the fact that a bank advance 
may be repayable on demand may not prevent a businessman from 
regardmg his bank loan as a possible form of long-term finance 
Bank loans are usually reviewed at Intervals, but bankers do not 
today press many of their customers to repay when business 
conditions deteriorate, for the consequence might be the failure 
of concerns that would otherwise survive New advances, however, 
may become more difficult to obtain 
Many advances to businesses take the form of unsecured loans, 
but the lending banker will normally restrict a loan to bear some 
relationship to a borrower’s current assets In this century bank 
credit has shown a tendency to grow less rapidly than the national 
income, probably as a result of changes m the structure of the 
economy, including busmess integration, the relative decline of 
the merchant, economy m stock-holding, and the growth of other 
credit institutions In the prosperous period smce the Second 
World War public companies have m general shown little depen- 
dence on bank finance, owmg to a high level of retained profits 
and access to a receptive new issue market Private compames 
and unmcorporated busmesses, with more restricted access to 
permanent capital, rely more on bank credit 

TRADE CREDIT 

Most businesses give credit to one another In some mdustries 
discounts are given for prompt settlement , but in manufacturing 
trades credit is given as a matter of course, settlement not being 
due, say, for one month , when money conditions are tight many 
busmesses come to borrow larger amounts and for longer periods, 
and creditors may be unable to speed up the collection of debts 
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Trade credit has grown faster than business turnover since the 
war partly because the alternative of bank finance has not been 
easily obtainable in some periods, but at a time when many busi- 
nesses were sufficiently liqmd to extend extra credit to their 
customers Fmance has been unevenly distributed, moreover, 
because in certain so-called ‘essential’ industries firms have been 
m a favoured position m the matter of obtaimng bank credit or 
permanent capital In many cases, in order to promote their 
sales, they have been prepared to pass on part of the proceeds to 
firms less fortunately regarded by the authorities Unmcorporated 
busmesses and small private compames, without ready access to 
permanent capital, may at all times find m trade credit a particu- 
larly important source of finance 

BILLS OF EXCHANGE 

The biU of exchange can be likened to a post-dated cheque 
It takes the form of an mstruction to B to pay A, or his order, a 
certain sum at a stipulated date. The bill is ‘ drawn’ by A, the 
‘ drawer’, on B, the ‘ drawee’, who acknowledges his responsibility 
for payment by ‘acceptmg’ the bill, that is by signing it, thus 
becommg the ‘acceptor’. Most bills m use today are of between 
one and six months’ maturity, the three-month bill being the most 
common, and are described as ‘usance’ or ‘period’ biUs as against 
the ‘sight’ bill, which is repayable immediately on presentation 
The bill of exchange is traceable as far back as the days of 
classical Greece ; but its use for trade withm England was hindered 
until the end of the seventeenth century by the operation of the 
usury laws In the eighteenth and nmeteenth centuries, following 
the legalization of the inland bill, the bill of exchange developed 
as the ‘negotiable instrument’ of a widespread system of domestic 
and international credit 

The Bill as a Negotiable Instrument 
The expansion of its use was based not merely on its utility 
as an I O.U. but on the fact that, in certain conffitions, the bill 
could be sold, at a discount on the sum due, before being presented 
to the acceptor on maturity A three-month bill for £1,000, 
discounted immediately on bemg drawn at a rate of 6 per cent per 
annum, would be sold at a price of £985, for example For a 
bill to be discounted, that is sold before maturity, the purchaser 
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must feel sure of final payment Where the trader on -whom the 
bill IS drawn is of first-class financial standing there may be httle 
danger of default, but the difficulty is that his exact financial 
status may not be known to the third party purchasing the bill, 
trade bills, which are drawn by one trader on another, are therefore 
not of the highest standmg If a second signature, belongmg to a 
financial house of great repute, can be added to the bill, the 
negotiability of the bill is greatly increased and the cost at which it 
can be discounted reduced The bill may pass through several 
hands before maturity 


Merchant Banks 

A second signature came to be provided by merchant banks. 
These originated, m most cases, as merchants, and having achieved 
a great measure of financial success and possessmg an mtunate 
knowledge of trade and traders in many parts of the world, they 
were able gradually to develop the practice of adding thar 
signature to bills of exchange, 1 e acceptmg them, m return for a 
commission In the course of time they found their merchanting 
busmess incompatible with their new role as providers of credit , 
and gradually their business became one of finance alone Both 
their opportunities and their importance to the network of credit 
greatly increased when in the eighteenth and mneteenth centunes 
bills accepted by merchant banks became eligible for rediscounting 
with the Bank of England 

By the end of the eighteenth century the bill of exchange had 
become the link that held together the network of finance and 
commerce An exporter could obtam immediate payment by 
drawing a bill on the importer for, say, three months and sellmg 
It at a rate of discount depending on the supply of and demand for 
bills and on the creditworthiness of the acceptor The ultimate 
secunty for the bill would be the goods actually consigned The 
importer would be given three months’ credit and would be able 
to meet his debt out of the proceeds of his sale m turn. 

Discount Houses 

Bills can be discounted with a bank or a discount house; the 
latter developed out of the bill broker, who originally secured his 
income in the form of a commission for ‘matching’ bdls of ex- 
change Suppose an eighteenth-century Bradford wool merchant 
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had drawn a bill on the dealer in Bordeaux to whom he had sold 
his wool At the same time another merchant in Bradford might 
have imported wine from a second dealer in Bordeaux If the 
two Bradford merchants could get in touch, the wine importer 
could pay cash to the exporter of wool in return for the bill 
' on Bordeaux’ He could then send this bill to his own creditor in 
Bordeaux, w'ho would then present it on maturity to the other Bor- 
deaux merchant for payment or discoimt it with a Bordeaux bank 
All parties would thus be satisfied without the need for any cash 
having to cross the channel 

The bill broker developed almost concurrently with the 
merchant banker, in addition to their commission business the 
more adventurous brokers acted as buyers or sellers of bills on 
their own behalf Their customers included not only traders but 
country banks ; the demand for credit by the growing industrial 
areas would be met by the sale of bills to banks in other parts of 
the country where savmg was in excess of capital investment 

Types of Bill 

At the beginnmg of the twentieth century, despite the great 
growth of bank advances, the bill of exchange was still a highly 
important financial medium for the finance of overseas trade, 
particularly in the case of the import of staple commodities In 
home trade it would be used, for example, to finance farmers 
between the tune of harvesting and the sale of their crops and in 
certain industries w'here the period of production was particularly 
long, as in shipbuildmg Perhaps over half of the bills of exchange 
in use just before the First World War were finance bills These 
carmot be given a precise definition, but the term is generally used 
to denote bills drawn for purposes other than the movement of 
goods, such bills might be drawn to finance the processing of 
goods, the international movement of securities, or foreign ex- 
change transactions 

By this time the usual practice was for a merchant bank, now 
more accurately described as an acceptance house, to open a line 
of credit against which either the seller or buyer of goods could 
draw a bill, dependmg on one of the several alternative procedures 
m use The bill could then be readily discounted with a bank or 
discount house at the market rate Bank biUs, which are those 
bearmg at least two ‘first class’ names, one of which is a London 
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bank or acceptance house, are discounted at the lowest rates, for 
they are eligible for rediscounting at the Bank of England 

Foreign bills, that is bills which are drawn or accepted abroad, 
tended to be used for inaports into this country rather than for 
exports , but the merchant banks also accepted a great many bills 
for the finance of trade between two overseas countries After the 
First World War, the use of ‘reimbursement credits’ grew 
These are arranged with foreign banks and not direct with foreign 
importers, it is up to the foreign bank to be responsible for 
determimng the credit standing of the debtor 
Bills that are both drawn and accepted in this country are 
known as inland or internal bills, although they might be used to 
finance transactions involvmg foreigners 

The Decline of Bills of Exchange 

An estimate made by The Economist before the war put the 
total volume of bills of exchange outstanding in 1913 at ;£5i8 
nullion, of which ;£i82 million were inland bills By 1928, it is 
thought, the total of bills accepted in this country had nsen to 
o\ er ^750 million, of which ^£210 million were inland bills ; these 
figures are compiled from stamp-duty receipts. By 1936-7, the 
total of bills accepted m the United Kingdom had fallen to only 
million, of which inland bills were almost one-half, as a 
result of the depression in w’orld trade 
The decline of the bill of exchange as a medium of short-term 
credit was hastened by the slump in world trade and the relative 
decline of the merchant The integration of business concerns 
must hate weakened the demand for external short-term finance 
as a whole, in which the bill of exchange has given way to the bank 
advance The latter is less cumbersome, branch banking ties 
together the geographically dispersed payments and receipts of the 
large concern , the instrument of the cheque provides the simplest 
form of transferability, and interest need be paid only on advances 
that are actually drawn (although before 1939 the practice of 
granting rebates on prepaid bills was growing) 

Some small revival m the use of the inland bdl, however, did 
occur just before the outbreak of the Second World War, partly 
because of the low level of discount rates prevailing. The provision 
of finance by specialist houses to traders selling goods on hire- 
purchase was one field in which the inland bill made new progress 
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Messrs. Jessel Toynbee and Co , a discount house, have con- 
cluded from the figures of stamp-duty receipts that the use of bills 
(including promissory notes) reached a peak in the post-war 
decade in 195 1-2, when commodity prices were inflated by the 
effects of the war m Korea, in this period foreign bills are thought 
to have amounted to £;z\z million and inland-drawn bills to ^363 
million, the highest total since 1929 After a sharp fall in the value 
of bill finance in the following two years foreign bills recovered to 
,£206 rrullion in 1956-7 and inland bills and notes to £371 nullion 
Although bills m use have recovered to two-thirds of their 1929 
value, this represents perhaps only one-quarter of their 1929 
volume in terms m 1929 commodity prices 

The Cost of Bill Finance 

Representative market rates of discount are published in the 
financial columns of leadmg newspapers, e g. 

Discount (Bank Bills) (per cent) 

60 days 3 months 4 months 6 months 

4i-4S/i6 4i-4S/i6 4i-4 5/t6 48-4i 

Fine Trade Bills (per cent) 

3 months 4 months 6 months 

s4-6 Si-6 sHi 

The total cost of bill finance exceeds these rates by stamp duty 
and acceptance commission The former, for a bill of £100 or 
more and of a period in excess of three days, is at present (in 1958) 
one shilling per £100 or any part thereof On a three-month bill 
this IS equivalent to o 2 per cent per annum Acceptance com- 
missions are a matter for negotiation and at present are from i^ to 
2 per cent per annum 

HIRE-PURCHASE FINANCE 

Many small businesses, especially new concerns, economize in 
finance by acquirmg equipment on hire-purchase terms, a field 
that has widened considerably over the past twenty years Vehicles, 
machme tools and other forms of expensive equipment can be 
obtained in this way until the firm has accumulated sufficient 
funds to purchase outright Finance for these transactions is 
provided by specialist houses It is also convenient at this point 
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to refer to the possibility of hiring certain forms of equipment 
required for only a small part of their life. This is a common 
practice m the building industry, in particular In many mdustries 
vehicles may be hired even though they are to be used fully, 
some firms, especially those with widely dispersed operations, 
find it costly to undertake mamtenance themselves, 

TAX RESERVES 

The fact that the payment of taxation by a business is in 
arrears of the tradmg year m which the habihty is mcurred means 
that an increase m tax reserves, that is m the net excess of accruals 
of tax over the amount actually paid durmg the year, may be an 
important form of short-term finance provided by the Exchequer. 
In some years this element may be negative, but m 1957, for 
example, it amounted to £197 million for companies as a whole. 
In Table 14* the mcrease in tax reserves is mcluded m the 
provision for taxation. 

• Page 2a6. 



CHAPTER 2 


THE COST AND CHOICE OF 
EXTERNAL FINANCE 

Some element of uncertamty is attached to every industrial 
security, namely the risk that the operations of the company con- 
cerned may not be sufficiently profitable , investors will not, there- 
fore, be willmg to take up unlimited amounts of anyone company’s 
securities at a constant price if other factors in the situation do not 
change This would be so even if investors had access to an un- 
limited supply of funds on constant terms, for an mcrease m the 
proportion of assets held in the form of any one mdustrial 
security means an mcrease in the concentration of risk and a 
correspondmg mcrease m the chance of loss This factor helps to 
explam why a new issue of securities by a company can ordmarily 
be made only at a price somewhat below that at which identical 
securities of the company stand m the market The effect of this 
IS strongest m the case of an issue of ordmary shares, so that m 
their assessment of the profitabihty of a new investment project 
requirmg a new issue of ordmary shares the directors of a company 
must take this factor into account if they are to pay full regard to 
the interest of the existing ordinary shareholders. 

THE COST OF FINANCE 
Finance by Ordinary Shares 

If the responsibility of directors towards shareholders is to be 
exercised fully, it is by the ultimate effect on the market value of 
the company’s ordmary shares that an investment project must be 
judged. This means that if the result of a new issue of ordmary 
shares is to depress share prices the project to be financed will be 
worth undertakmg only if it is expected to raise actual net earmngs 
per existing ordmary share by an amount suflScient to compensate 
for this and also for the risk mvolved m the project. 

The earmngs yield of existing shares after the issue, plus 
expenses, can thus be regarded as the ‘cost* of finance raised m 
this form, and the expenses of the issue can also be expressed as a 
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rate of interest Given present eammgs per share, a rise m the 
market price of the existmg ordmary shares lowers the cost of 
equity finance this is one reason why new issues are sometimes 
accompanied or preceded by an mcrease in ordinary dividends out 
of existmg earnings, another is that the increase in dividends 
signals the confidence of the company’s directors in its future 
earmng power 

Finance by Loan Capital 

If the project imder consideration is to be financed by an issue 
of loan capital it wiU be worth imdertakmg only if it is expected 
to raise net eanungs per ordmary share, after payment of loan 
interest, by some margin For, owing to the mevitable uncertainty 
that surrounds a company’s future income, the introduction of a 
further element of debt in the company’s capital structure, 
resulting m an mterest charge ranking prior to dividends on 
ordinary shares, may cause mvestors to regard the latter as now 
subject to greater nsk The market value of the company’s 
ordmary shares could be expected to fall somewhat in consequence 
if other factors remained unchanged It is true that tf the invest- 
ment project IS a success the result of higher gearing will be to 
increase earmngs per share more than proportionately to the rise 
in net profits after tax, but a change that raises the chances of 
both gam and loss equally is one that, in the financial world, 
usually has to be paid for. 

In practice, however, the mcrease m the gearmg of capital 
structure is likely to be of noticeable importance only when it is 
taken beyond a certam pomt; and ‘other factors’ rarely remam 
unchanged, for the news of a new issue may itself draw attention 
to the possibihty of an expansion of profits Withm the range of 
prior charges itself, however, differences in the rate of interest 
that have to be paid on secunties of different degrees of semority 
will usually be evident Similar considerations apply to an issue 
of preference shares. 

Finance out of Retained Profits 

What should be the test of whether capital mvestment is worth 
financmg out of retamed profits ? Not, surely, that a new project 
should merely achieve some mcrease m earnmgs per ordmary 
share , for a project that yielded any positive return at all would 
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satisfy this condition If the interests of ordinary shareholders 
are to be fully served, the return on such a project must provide 
them with adequate compensation for the earnings yield they 
could have obtamed if retained income had instead been distributed 
and used to buy ordinary shares m some other comparable concern 
or, more reahstically perhaps, used to purchase a representative 
sample of ordmary shares in general. Admittedly this criterion 
cannot be applied precisely An increase in ordinary dividends 
might bring an immediate return to shareholders in the form of 
higher share prices, but the directors of many a company can 
argue that a certain level of net capital mvestment is needed 
merely to keep its position in the industry and thus to maintain 
the long-run value of its shares ; a company that does not attempt 
to grow IS one that is likely to contract 

Whatever the force of these and other qualifications, such as 
the taxation that might have to be paid by or on behalf of share- 
holders if dividends were increased, it remams true to say that the 
cost to the shareholders of retaining profits within the company 
must bear some relationship to the earnings yield available on the 
ordinary shares of other concerns that could be purchased out of 
the proceeds of higher dividends But the extent to which either 
investors or directors attempt to apply some such standard in 
practice is a matter for conjecture 

THE CHOICE OF FINANCE 
Relative Terms 

Several considerations influence the businessman’s choice of 
external finance The first and most obvious is the relative cost 
of the methods that are open to a company — ^the rate of interest 
required on a debenture, the dividend yield to be provided on a 
preference share, and the earmngs yield on ordinary capital, each 
adjusted for the expenses involved m the new issue At the same 
time the question of whether finance should be sought on a short- 
term or long-term basis must be considered It will be worth 
borrowing on a short-term loan even if the interest charge is 
greater than that payable on a long-term loan, if on maturity the 
short-term loan can be re-financed at a sufficiently low rate of 
interest In practice, however, uncertainty as to the possibility 
and the terms of re-negotiation of a short-term loan puts a premium 
on long-term finance when this is needed for long-term purposes 
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The incidence of taxation may be important Because debenture 
interest, for example, ranks as an expense in calculating company 
profits subject to tax, a rise in the rate of taxation wiU lower the 
net cost of this form of finance in relation to that of an issue of 
ordmary or preference shares A high rate of distributed profits 
tax, on the other hand, is a particularly strong deterrent to the 
issue of preference shares 

Several factors have to be examined m conjunction with the 
direct net costs of different forms of new capital In the case of 
loan capital or bank finance, the collateral security required, the 
restrictions placed on the use of assets pledged as security, and 
those placed on the issue of capital of equal or semor status are 
important considerations. The method and timing of repayment 
of a loan will also be given careful attention. 

The Position of Different Companies 

These matters will be assessed differently by different com- 
pames The nature of a company’s operations will influence its 
choice of the different forms of finance and the relative terms on 
which they can be obtamed A company possessing valuable 
freehold properties, or one earmng a steady income, will find it 
relatively easy to raise money by way of long-term fixed-mterest 
capital, whereas a business possessing large current assets, e g 
stocks or debtors, will generally be found to rely more on short- 
term finance The existmg capital structure will also be a critical 
element in the appreciation of both the cost and the nsks of 
finance Even when interest rates are relatively low, for example, 
the management of a company whose capital structure is already 
highly geared will usually view with caution a proposal to add to 
Its loan capital, especially if tradmg conditions are unfavourable 
or uncertam Thirdly, the existmg owners of small compames m 
particular may be averse to sharmg their equity interest with 
outsiders; but their preference for debt finance is not always 
matched by the availabdity of suitable assets that can be pledged 
as collateral secunty. 

Reconaliotion between the Supply of and Demand for Finance 

From the point of view of the potential supplier of finance, 
many of these considerations will naturally apply m reverse. When 
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interest rates are expected to rise, the borrower will be concerned 
to secure long-term finance, whilst the lender will be impressed 
with the advantages of lendmg ‘short’. When trade is depressed, 
companies are reluctant to resort to debt finance, whereas investors 
will not favour equity finance In the course of the bargaimng 
process the price of loanable funds and the other contractual 
elements of the bargain will vary so as to compensate for these 
factors and others, bnnging the demand for finance into closer 
equahty with its supply. But it does not follow that the conflict 
between lender and borrower over matters such as these can always 
be smoothed by a small adjustment in the rate of interest, for 
either side may stand so firm on certam points that it would 
reqmre a rate of interest unacceptable to the other party to over- 
come this Thus the matchmg of demand with supply that does 
materialize and the level of capital mvestment that is thereby 
undertaken will be influenced by the attitudes that are adopted by 
both sides to these financial questions, as well as by the expected 
rate of return on new projects 


Debt versus Equity Finance 

In this field, perhaps the most important conflict arises over the 
question of debt versus equity finance The fixed-mterest capital 
raised by many compames at high rates of interest m the boom 
that followed the First World War proved a costly burden when 
profits fell in the years of poor trade that followed Some of these 
compames, as a result of the existence of high debt charges at a 
time of low profits, found themselves unable to pay any ordinary 
dividends at all, and m some cases even preference dividends were 
endangered This unfortunate experience made mvestors less 
wilhng to supply finance by way of ordinary shares except at 
relatively high yields but made companies equally reluctant to 
raise loan capital except at very low ones The general reduction 
m mterest rates after 1931 eased this conflict by reducmg the cost 
of debt finance, but nevertheless one result may have been to 
curtail the level of capital mvestment actually undertaken and 
thus to have retarded Ae country’s recovery from the depression 
The shortage of ‘nsk’ capital, which even before the war began 
to be attributed to the redistribution of incomes and wealth 
through taxation, may have been as much the result of the 
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unfortunate experience of ordinary shareholders in the mter-war 
slump 

The general effect of a relatively high proportion of debt 
finance may be first to mtensify the later stages of a boom, since 
high gearing leads to a proportionately greater mcrease m equity 
earnings when profits are rismg, and secondly to accentuate any 
ensuing slump If losses are mcurred the depletion of current 
assets reduces the capital as well as the mcome cover for any debt 
element, and the consequent difiiculty m raising equity finance 
delays economic recovery The problems involved in raismg 
external equity finance m the unfavourable conditions of the pre- 
war years may have strengthened the inducement already provided 
by high taxation to retam a high proportion of earmngs. But the 
persistence of a long period of high money profits, combined with 
low dividends, has smce caused loan capital and other debts, such 
as bank advances, to fall as a proportion of total assets, and the 
low gearing that can now be seen to be enjoyed by most compames 
has given them a much wider range of choice m seekmg outside 
finance 

Compames new to the Stock Exchange generally find it easier 
to issue ordmary shares The market m preference shares, 
particularly if the company is small, is narrow, so that the cost 
of a preference issue may be high. Secondly, it will usually be 
possible to issue debentures on acceptable terms only if an 
adequate layer of preference or ordmary shares is already m 
existence, providing a substantial margin of income cover for the 
debenture interest, a consideration that applies to quoted compames 
as well as to those seekmg Stock Exchange quotations T^rdly, 
when a company has been nursed by an issuing house, so that the 
issue of shares is made by the latter as prmcipal, the issuing house 
will expect to make a substantial profit on successful issues to 
balance the cost of its weaklmgs , this is usually only possible if the 
issue IS made m the form of ordinary shares Fourthly, the type 
of mvestor interested m the issue of shares by a company new to 
the Stock Exchange will generally be more concerned with the 
chance of gam than with the necessity for safety, at least within 
hnuts A company that promises expansion, even if some measure 
of uncertainty is mvolved, will be more popular with this class of 
investor than one that promises safety but no grovrth, for even 
promises of safety are not always redeemed. 
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ISSUES BY COMPANIES SINCE THE WAR 
Table 15 shows how the pattern of new issues has changed 
under the pressure of events One clear line of division can be 
drawn through the year 1949 In the first four post-war years 
ordinary-share issues formed a larger share of the total than in 
the pre-war period, with debentures playmg a smaller and 
preference shares a rather larger part than before the war. In 
this period the attitude of the mstitutional investors, such as life- 
assurance offices and pension funds, may have been less than 
usually receptive towards fixed-interest issues, because their own 


Table i 5 Types of Seamhes Issued by Companies* 
{excluding Railway and Gas and Water Undertakings) 

Debt Preference Ordinary Total 




%of 

total 

£m 

%of 

total 

1 £m 

% of total 

£m 

1933-8 1 
average J 

35 S 

3S 

9 

21 S 

21 

7 

41 9 

42 4 

98 9 

1946 

20 1 

IS 

7 

30 S 

33 

7 

77 8 

60 6 

128 4 

1947 

33 3 

34 

I 

40 S 

30 

3 

61 1 

45 6 

133 8 

1948 

IS 6 

II 

0 

24 9 

17 

6 

100 8 

71 3 

141 3 

1949 

34 0 

29 

8 

30 3 

26 

5 

50 0 

43 7 

114 3 

1950 

71 5 

ss 

6 

10 9 

8 

5 

46 2 

35 9 

12S 6 

1951 

49 I 

37 

8 

19 7 

IS 

I 

61 I 

47 I 

129 9 

1953 

36 7 

28 

6 

4 1 

3 

1 

87 8 

68 3 

128-6 

I9S3 

S3 1 

SO 

4 

7 9 

7 

5 

44 3 

42 I 

105 4 

1954 


49 

9 

28 3 

14 


73 0 

36 I 

202 3 

I9SS 

6S I 

27 

2 

18 9 

7 

9 

IS4 9 

64 9 

238 9 

1956 

76 0 

33 

8 

3 I 

I 

4 

14s 7 

64 8 

234 7 

1957 

183 3 

S4 

0 

1 7 

0 

5 

ISS 3 

45 S 

340 2 


* Statistics compiled by the Midland Bank, compnatng issues for *new money’ only 


portfohos already carried an abnormally high proportion of 
government or government-guaranteed stocks as a result of war 
finance and post-war nationalization After 1949 the situation 
changed in several ways Owing to certam court decisions con- 
firming the right of companies to use surplus cash, if the action is 
in accordance with their articles, to redeem preference shares at 
par at a time when their market value is weU above par, preference 
shares lost some of their merit in the eyes of investors and so 
could be issued only on more expensive terms than previously 
Following the outbreak of war m Korea the increase m taxation 



250 THE ECONOMIC BACKGROUND TO INVESTMENT 

reduced the net cost of debenture interest in relation to the cost 
of other types of issue, and the increase in the rate of tax on 
distributed profits bore heavily against the issue of preference 
shares The bias against preference-share issues will be seen 
never to have disappeared after 1949; but the balance between 
ordinary-share and debenture issues was once more tilted for a 
tune towards the former after 1954 owmg to a rise m interest 
rates and debenture yields at a time when rising ordmary-share 
pnces held down eammgs yields on ordmary shares m 1955 and 

1956 



CHAPTER 22 


THE NEW-ISSUE MARKET 

THE DEVELOPMENT OF THE LONDON 
NEW-ISSUE MARKET 

During the last fifty years the new-issue market has been trans- 
formed by the change in the country’s economic position, the 
market’s adaptation to the needs of those it serves, and by the 
development of company law The period before the war of 
1914-18 was one in which the dominance of Britam m mter- 
national trade and finance was reflected m her lendmg large sums 
abroad, and foreign investment played a much larger part in the 
new-issue market than it does today In the years 1910-14, 
according to one estimate, four-fifths of the total value of new 
issues was on foreign account, and even over the period 1895-1914 
as a whole the proportion appears to have been as high as three- 
fifths * 

Issuing Houses 

At the heart of the market in foreign issues lay the great mstitu- 
tions whose development had been bound up with the expansion 
of this country’s foreign trade and commercial finance The great 
international bankmg concerns like Rothschilds, and the merchant 
banks, whose acceptance busmess mvolved close association with 
foreign busmess conditions, were thus the leading institutions 
handhng foreign issues Some of the merchant banks, who by 
this time had given up most of their merchanting business, specia- 
lized in issues for those parts of the world with which they were 
particularly well acquainted Several of the great international 
banks, especially Rothschilds, used their great wealth and influence 
mainly to handle issues for foreign governments. 

These mstitutions played a relatively small part in the market 
for home issues, except where railway securities were concerned 
Issues for Bntish compames were handled mainly by stockbrokers 
and other individual promoters, whose concern was sometimes with 

* A R Hall, ‘ A note on the English capital market as a source of funds for 
home mvestment before 1914’, Economtca, February 1957 
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making large profits out of individual operations rather than with 
acquiring a lasting reputation for integrity and sound judgement 
This preoccupation with quick profits, m a period in which a 
weak company law and the unfamiliar standing of many of the 
compames coming to the market favoured speculation, was not 
one out of which the development of a sound new-issue market 
was likely to grow 

The 1928 New-Issue Boom 

After 1918 there was a marked expansion in the volume of home 
issues, for which the rise in taxation and the development of 
large-scale production were responsible At the same time the 
issuing houses themselves grew m both number and variety As a 
result of Britain’s weakened international position and of the fear, 
dormant m the mneteenth century, of troubled political and 
financial conditions abroad, foreign issues had contracted The 
merchant banks, whose acceptance business had become subject 
to the increasing competition of the large deposit banks, adapted 
themselves to tibs new need and new opportumty by taking a 
much greater interest m home issues 

The expansion of home issue business also attracted a relatively 
new .type of institution for which no single accepted name exists — 
‘investment bank’ is a term that is sometimes applied These, 
hke the merchant banks, accept deposits from a limited field of 
commercial and financial clients, but most of them, unhke the 
merchant banks, do no acceptance busmess. Post-war conditions 
also favoured the development of a imscellany of financial houses 
that the official year-book of the Stock Exchange classifies as 
‘Fmancial Trusts’ These hold portfohos of industrial securities, 
for the most part derivmg their profits from dealing in securities 
rather than from the receipt of dividend income or long-term 
capital appreciation Fmally, the expansion of new-issue business 
on home account could still provide a rich harvest for the individual 
company promoter 

In the five years before the new-issue boom of 1928, new 
securities issued in London, excluding those of the British 
government, reached about £,2jo million per annum, of which 
just over one-half consisted of home issues These figures are 
confined to the issue of ‘new’ shares , if the sale of existmg shares 
to the public through the new-issue market were taken into 
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accouat the total would be considerably larger Not only had this 
country’s foreign investment fallen, but the destination of the 
funds raised for foreign issues had changed, Commonwealth 
countries now representing between one-sixth and one-third of 
the total, a larger proportion than that usual before the war. In 
the boom year of 1928 new capital issues reached a peak of 
^£362 million, of which only about £143 million, or roughly two- 
fifths, were overseas issues Of the £219 million raised m home 
issues, ^201 milhon went to compames. 

The year 1928 marks a turnmg-point m the development of the 
new-issue market In the international crisis and trade depression 
that followed, neither home nor foreign issues regained this level. 
In the five years that preceded the outbreak of the Second World 
War, new issues, excluding those by the government, averaged 
only ;^i 62 milhon a year, less than half their 1928 total, and a 
mere one-fifth of these were for overseas countries Of greater 
long-term importance for the market, for the legal framework in 
which it operated and for the nature of the institutions of which 
it was composed, was the fact that the boom was followed by a 
disastrous slump in share prices, in which the home issues of 
1928 suffered most The position was aptly summarized by the 
Macmdlan Report* 

How easily he (the individual investor) can be misled in times of 
speculative fever by glittermg — even tawdry — appearances is proved by 
the experience of 1928, as the following stnkmg figures wdl show 

In that year the total amount subscribed for capital issues, whether 
of shares or debentures, of 284 compames was £117 million At the 
31st May 1931 the total market value of these issues as far as ascertam- 
able was £66 million, showmg a loss of over £50 million or about 47% 
In fact the public’s loss has been greater, smce many of these shares 
were no doubt sold by the promoters at a high premium Still more 
strikmg perhaps, seventy of the above companies have already been 
wound up and the capital of 36 others has no ascertainable value The 
issues of these 106 compames durmg that year amounted to nearly 
£20 milhon 

That you cannot prevent a fool from his folly is no reason why you 
should not give a prudent man guidance We believe that our financial 
machinery is definitely weak m that it fails to give clear guidance to the 
mvestor when appeals are made to him on behalf of home mdustry. 
When he is mvestmg abroad he has the assistance of long established 

* Commission on Finance and Industry Cmd 3897 (H M S O , 1931) 
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issuing houses, whose reputation is world wide. When subscriptions 
to a foreign issue are invited by means of a public prospectus, it is 
almost certam that the issue will be vouched for by one of these issuing 
houses whose name wdl be evidence that it has been thoroughly 
exammed and the interests of mvestors protected as far as possible. 
For the issuing houses’ issuing credit, which can easily be affected, 
is mvolved, and it is very highly to its own mterest to make sure that the 
issue 18 sound. If, as must from time to time happen, somethmg goes 
wrong with the loan or the borrower the issuing house regards it as its 
duty to do everything it can to put matters straight, and mdeed, to 
watch contmuously the actions of the borrower to see that the security 
remams ummpaired These duties are sometimes very onerous and 
involve a great deal of labour and expense, as well as judgment, skill 
and experience. 

Contrast this with nearly all home mdustnal issues There are, it is 
true, one or two first-class houses m the City which perform for certam 
first-class compames the same functions as the older issumg houses 
perform for foreign borrowers In addition, these latter are to a limited 
extent entering the domestic field, though, for the reasons we give 
later, their direct mterest must probably remam limited. Agam, the 
advice of stockbrokers, when asked for, may be a safeguard, but it is 
scarcely sufficient to take the place of the responsibility of a first class 
issumg house With these exceptions the pubhc is usually not guided 
by any mstitution whose name and reputation it knows 

These observations serve both so summarize the requirements 
of a sound new-issue market and to pomt to the changes that have 
occurred smce. An issumg house must have adequate capital, so 
that It can, if necessary, tide over a company for a short period m 
which market conditions are difficult , it must possess facihties for 
examiiung with care the needs and the prospects of the compames 
for which It deals, it must possess close contacts with large 
mvestors whose support is essential to the success of issues of any 
size. None of these facihties can be put to any effect unless the 
reputation of the issumg house is beyond question In 1928 few 
of the small financial mstitutions and syndicates of individual 
promoters who had been attracted to the new-issue market pos- 
sessed these prerequisites 

The Strengthening of the Nezu-Issue Market 

Since 1928 the foundations of the new-issue market have been 
strengthened by the more rigorous requirements of the Stock 
Exchange and by the provisions of the Compames Acts of 1929 
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and 1948 and Prevention of Frauds (Investment) Act of 1939® 
Among the company promoters and syndicates both the weak and 
the disreputable were destroyed by the slump itself The accep- 
tance business of the merchant banks, being a short-term liability, 
had restricted their participation in new-issue operations, so that 
the continued dechne m acceptances both obliged and enabled 
the merchant banks to expand their issuing facilities The 
contmued spread of the interests of the merchant banks and 
‘mvestment banks’ mto new-issue business gave rise to that 
closer association between finance and industry that the Macrmllan 
Committee regarded as indispensable in a competitive world On 
the other side ot the new-issue market the growth of the large 
mvestment institutions, especially the insurance companies and 
mvestment trusts, possessing skilled staffs and aided by a more 
expenenced financial press, has matched the development of the 
issuing houses themselves 

The close association now existmg between the financial world 
and British industry has been achieved without the disadvantages 
that the more formal relationship favoured by the Macmillan 
Committee and others might have mvolved In Germany, for 
example, m France, and to a lesser extent in the U S A , the 
development of mdustry towards the end of the nineteenth 
century was bound up with the provision of finance for long-term 
capital investment by the ordinary deposit banks, a policy from 
wluch British banks have always shrunk Durmg the great 
depression that followed the crash of 1929 the creditworthiness 
of many of these banks was endangered by the loss of their 
investments m industry ‘The British houses sponsor, but, 
except to a limited extent m preparation for a new issue, they do 
not m general themselves finance. They nsk their reputations and 
good names but not, m general, customers’ deposits Even the 
severest economic or financial crisis, while no doubt inflicting 
losses on mvestors, would not imperil the security of bank deposits 
or lead to that collapse of bank credit which utterly paralyses the 
whole economic system ’* 

The Nezv-Issue Market Today 

The new-issue market still presents a varied picture. Issues by 
pubhc bodies are handled by the Bank of England and other 

* F W Paish, ‘The London New Issue Market’, Economtca, February 1951 



256 THE ECONOMIC BACKGROUND TO INVESTMENT 

banks The old merchant banks handle somethmg like one-third 
of the value of all non-offiaal issues* but a much smaller propor- 
tion of their number, since their resources and their wide repute 
enable them to concentrate on the larger operations The other 
members of the Issuing Houses Association — the newer accep- 
tance houses and the ‘investment banlcs’, together with some of 
the ‘financial trusts’ — ^are today responsible for nearly one-fifth of 
the total by value but over one-third by number f Issues spon- 
sored by stockbrokers alone account for nearly two-fifths by both 
number and value Then there are a number of speciahst houses, 
such as the South Afncan finance companies and those handlmg 
plantation issues. Many large issues are made through groups of 
these bodies in combmation Contact is made by the larger 
mstitutions with mdustry and the rest of the financial world at 
many points The merchant banks still have their acceptance 
business and, like the mvestment banks and financial trusts, control 
a number of investment trusts; some manage the investment 
portfolios of rich individuals, private trusts and pension funds 
Many of their directors are to be found sitting on the boards of 
industrial compames, mvestment trusts and msurance compames 
In this way, and through the day-to-day busmess of new-issue 
operations, an extensive network of mutual confidence, centred on 
the City, provides facilities that are now without equal m the rest 
of the world 

Paradoxically, with this great improvement in the quality of 
the market has come a decline m the volume of its operations, when 
account is taken of the rise m prices Issues of new shares by 
compames in the decade followmg the war averaged only some 
,^150 million per annum, if foreign issues and new issues by 
public bodies, but not the British government, are mcluded the 
annual average will be found to be about £340 milhon, which m 
real terms is only about one-half of the average of the five years 
before the 1928 boom As a consequence of the further weakenmg 
of Bntain’s international position, foreign issues have accounted 
for a smaller proportion of the total than m the mneteen-twenties , 
although It IS not surprising to find that in these days when many 
overseas countries are eagerly pressing on with ambitious develop- 

• Paish, op cit These estimates and those that follow are based on new 
issues made 1946-9, excluding conversion issues and free bonus issues 

■i" Paish, op cit 
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ment programmes the share of overseas issues has been as large 
as that in the nineteen-thirties Since the war, overseas issues 
have undergone a further change as a result of the restrictions 
placed on foreign lending by the government m order to conserve 
foreign currencies, they have been limited almost entirely to 
Commonwealth countries, the greater proportion being reserved 
for official borrowers 

Table 16, compiled from the statistics collected by the 
Table 16. New Issues* 
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Midland Bank, shows how the composition of new issues of 
marketable securities has altered in this way since the war. The 
figures exclude issues made by the government and attempt to 
exclude sales of existing securities which do not add to the 
resources of the company whose securities are being offered and 
other issues that do not brmg ‘new money’, such as conversion 
issues 

New issues by compames m this country averaged ^157 million 
between 1948 and 1957 The Blue Book on National Income and 
Expenditure shows that net capital investment by compames m 
this country averaged £470 million over this period. This latter 
figure mcludes net mvestment by private compames and pubhc 
compames too small to take advantage of the new-issue market 
The contribution of the new-issue market to the net domestic 
investment of public compames alone m these years must have 
been over one-third. Of the new issues by public bodies in this 
country between 1948 and 1957, excludmg those made by the 
central government, nearly 90 per cent were those made by the 
nationalized industries, until 1953 practically the whole of local- 
authority borrowing was made from the central Exchequer If 
the issue of shares already in existence but without any previous 
quotation on the Stock Exchange and other issues, such as con- 
version issues, that provide no ‘new money’ are mcluded, the 
total of all issues made through the Stock Exchange in London 
would be found to average nearly ;£4oo million per annum m the 
four years between 1947 and 1950 inclusive, more than ten times 
the volume of new issues made outside London.* 

THE CAPITAL ISSUES COMMITTEE 

New issues had to be submitted for Treasury consent as early 
as the First World War, the purpose of control being to prevent 
capital expenditure on projects not deemed to be m the public 
mterest and to restrict competition with government borrowmg. 
The government hoped thus to block any loopholes in the system 
of direct controls over the use of scarce materials and to keep down 
the level of interest rates on government loans Between the wars 
supervision by the Treasury was confined to foreign issues, the 
purpose being primarily to conserve foreign exchange (with the 

• These figures were given by Sir John Braithwaite, chairman of the Stock 
Exchange Council, in a lecture to the Institute of Bankers in March 1951 
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chief exception of 1932, when the object was to clear the path for 
the huge War Loan conversion operation), and Treasury control 
in this period was intermittent and at times only informal In 
1936 the Foreign Transactions Advisory Committee was set up 
to advise the Treasury on its control over foreign issues, and in 
1939 tbs body was succeeded by the Capital Issues Committee, 
whose terms of reference extended to domestic issues 

Since the war applications for issues of more than a certain 
minimum size, except those by public bodies, have had to be 
submitted to the Capital Issues Committee*, which advises the 
Treasury as to the desirability of the issue witbn a framework of 
criteria prescribed by the Treasury, on whom the final decision 
rests Between 1945 and 1956 issues of £ 50,000 and over had to 
be subimtted to the C.I C., the limit bemg lowered to 3^10,000 
in 1956 but raised agam to £ 50,000 m 1958, official permission is 
required* if the new issue, together with other issues or borrowings 
over the previous twelve months, exceeds this sum. Broadly 
speakmg, the C.I.C regulations concern issues of share capital 
and all forms of borrowmg other than that for purely temporary 
purposes. Thus most bank loans in the orbnary course of 
business are generally exempt from these regulations; they are, 
however, subject to the directives and requests of the authorities 
in various respects 

From time to time the Chancellor of the Exchequer instructs the 
C I C as to the broad objects of expenditure that it is to regard 
as nationally desirable or undesirable. These instructions have 
usually given pnority to capital investment for the enlargement of 
export capacity and until 1955 forbade new issues by hire purchase 
finance houses Direct supervision by the Treasury of issues by 
public bodies, e g local authorities and nationalized industries, 
depends on the legislation govermng their operations ; in this field 
the government has wide powers. A third channel of official 
control passes through the Bank of England, wbch marshalls the 
‘queue’ of new issues m order to ensure an orderly market, with 
particular reference, no doubt, to the imminence of government 
loans. 


TYPES OF NEW ISSUE 

The new-issue market deals in two classes of security, those 
being offered for the first time and those already in existence but 
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previously without a Stock Exchange quotation The proceeds of 
the first type of issue are available for the finance of physical 
investment, for the acquisition of interests m other companies, for 
the finance of an amalgamation of two compames, for the repay- 
ment of existing debt or preference capital, or for the strengthen- 
ing of hquid resources The second category of issue provides 
for a change of ownership of existing paper assets, a change for 
which there may be several reasons the owners of existmg shares 
may wish to acquire funds in order to provide for death duties 
or to have their hands free for further physical investment in their 
own busmess, or the major shareholders of a company whose 
shares are not yet quoted on the Stock Exchange may be makmg 
them available as part of the process of securmg a Stock Exchange 
quotation, mcluding perhaps a change of status from that of a 
private to that of a pubhc company 
The new-issue market thus has to provide for the issue of 
secunties of two types of company, those which already have a 
Stock Exchange quotation and those which, although possibly long 
estabhshed, have never previously had their securities quoted on 
the Stock Exchange The activity of the market may also include 
the sale of shares already possessing a Stock Exchange quotation 
but previously ‘tightly’ held by a small number of shareholders 
In considering the importance of the new-issue market it would 
be wrong to direct attention at ‘new’ shares alone The issue 
through the market of existing shares of estabhshed compames 
serves the purpose of enabhng them to achieve a financial status 
that m the future will make it possible for them to raise capital 
more cheaply The sale of existing securities by large shareholders 
in busmesses that previously had no Stock Exchange quotation 
IS also part of the wider function of the capital market of providing 
liquidity, at a price, whenever it is required. In addition the 
public are enabled to acquire an interest m a previously unquoted 
company after a ‘trial period’ in which the bulk of the risk has 
been borne by those most closely associated with the business 
The variety of needs that the new-issue market meets is reflected 
in the vanety of forms m which new issues may be made. The 
London new-issue market is noted for its flexibihty of operation, 
by shaping each issue to reconcile the requirements of mdustry 
and investors it enables capital to be raised at a lower cost than 
would be possible if new issue operations were more standardized 
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New capital issues may be divided into the following classes 

Issues for public subscription 
Offers for sale 
Stock Exchange placmgs 
Stock Exchange introductions 
Issues to shareholders. 

Table 17 Types of Issue 1950-7 
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Source The Times Issuing House Year Book. These figures cover a wider field than those m 
Table i6, by including issues of etisung shares, conversion issues and others that do not provide 
‘new money' for companies, free bonus issues are excluded 


Issues for Public Subscription 

Public issues are those made of newly-created securities for 
which the issuing house acts only as an intermediary The public 
are invited to subscribe to a fixed number of securities at a 
published price The basis of the issue is the prospectus, which 
must be published in at least two leading London daily newspapers 
for a quotation to be granted on the London Stock Exchange. 

The Companies Act requires the prospectus to set out in detail 
matters such as the rights of various classes of capital , the latest 
balance sheet and profit and loss account and a five-year dividend 
record , the pecuniary interest of directors and promoters in the 
issue, and a description of all material contracts. In the case of 
very small issues, the expenses of which would otherwise be 
prohibitive, the Stock Exchange is empowered to grant a certificate 
of exemption 

The process of a public issue involves many stages Preliminary 
discussions will be held between the company and the issuing 
house, which will exaimne the company’s lustory, assess its 
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prospects and advise as to the terms of the issue A prehminary 
prospectus will be drawn up, and the arrangements for the 
physical handling of applications, allotments and subscriptions 
planned At an early stage details will be submitted to the Stock 
Exchange Councd, whose approval of the issue has to be given 
before a quotation can be granted, and time will be required to 
obtain the approval of the Capital Issues Committee * 

Underwriting 

The issuing house will also arrange to have the issue under- 
written Underwriting is an agreement to take up part of the issue, 
in return for a fee, if it is not fully subscribed , if an underwriter 
agrees to underwrite, say, 100,000 shares and the issue is only 
three-quarters subsenbed at the issue price, he will be obhged to 
take up 25,000 The issumg house is responsible to the company 
for underwriting, but in order to reduce its own risk it will arrange 
to pass out part or whole of the issue to sub-underwriters ; in this 
case Its own part of the underwriting commission is known as its 
‘overridmg commission’ Sub-underwriters are institutional 
investors such as life-assurance compames, and it is here that the 
reputation of the issumg house, on which depends its bemg able 
to rely on having the issue underwntten, is of first importance 
Conversely the mstitutional investors make a useful income from 
underwriting and value their place on an issumg house’s list of 
underwriters As a result, the attitude of these bodies to under- 
writmg an issue whose success is uncertain is influenced by their 
desire to obtain an adequate share of the underwriting when a 
really popular issue is made. 

The underwriting comimssion for a particular type of security 
therefore does not vary much from issue to issue in normal times 
In recent years the total commission on first-class debentures has 
usually been between i and i| per cent Issues of ordinary shares 
carry higher comnussions, usually of 2 per cent, depending on 
then quality. Overridmg commissions, which are mcluded m these 
figures, are generally i jz per cent 

The Operation of the Issue 

Particulars of the issue have to be advertised at least forty-eight 
hours before the Quotations Comimttee of the Stock Exchange 
Council meets to give a final decision on the request for a quotation, 
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which allows time to elapse for members of the public who wish 
to give information about the company or its personnel to write 
to the Committee 

In the case of pubhc issues and offers for sale the hsts of 
apphcation may not open until three days have elapsed since the 
advertisement — if the piospectus is advertised on Monday the 
list of applications will not open until Thursday With their 
applications to the issue the public have to send the cash instalment 
specified m the terms of the issue; these apphcations, which may 
run into many thousands, will be handled by the issuing house or 
by a bank. Then comes the process of allotment after the applica- 
tion hsts have closed If the total value of the apphcation is in 
excess of the size of the issue some apphcations will have to be 
scaled down, smaller applicants will often be allotted a larger 
proportion of their apphcation. In some issues existing share- 
holders are given some measure of priority. The allotment letter 
IS the legal title to the stock until certificates are issued , it can be 
transferred to another person by the act of ‘ renunciation ’ Finally, 
the process of handling the new issue will go on for several 
months as share certificates are prepared and any further cash 
mstalments or ‘calls’ are paid 

Because pubhc issues are expensive to handle and because these 
expenses do not rise proportionately with the size of the issue, 
they are generally confined to the larger operations. 

Issues for Tender 

One vanation of the public issue is the issue for tender, m which 
the pubhc are invited to subscribe, not at a fixed price, but at 
prices that applicants judge will secure for them the allotment they 
desire The difficulty of arriving at the right bid makes this an 
uncommon method of issue m this country, but it has been used 
in the case of some issues by pubhc utihties, and the Treasury bill 
issue is m this form 


Offers for Sale 

These are issues of securities already in existence, and the 
issuing house or stockbroker handlmg the issue acts as prmcipal 
and not as intermediary. The issumg house will have acquired 
the shares from the company some time earlier, and the net 
proceeds received by the latter will depend on the price paid by 
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the issuing house and the division of costs of the issue between 
the two The amount paid to the company must be disclosed in the 
contracts set out at the end of the press advertisement , offers for 
sale are based on a prospectus in the same way as an ordmary public 
issue, and the responsibility for the facts in the prospectus is 
borne by the company in the form of a published ‘chairman’s 
letter’ to the issumg house 

Whether an oflFer for sale should be regarded as providing 
funds for the company whose shares are being sold depends 
partly on how long before the issue the shares were bought from 
the company by die issuing house. Details regarding issues of 
shares made within the period of two years prior to the publica- 
tion of the prospectus have to be disclosed therem In some cases, 
especially where a small company is involved, the issumg house 
may have bought its shares years earlier, havmg nursed the 
company until it was m a condition fit for an issue to the market. 
The shares offered for sale may alternatively have been purchased 
by the issuing house not from the company but from its principal 
shareholders , m these cases the company concerned will often be 
found to be a private company entirely controlled by its directors 

Offers for sale are generally underwritten But because the 
issue price determines the amount received by the issuing house 
and not by the company or its prmcipal shareholders, the issuing 
house bears a risk as prmcipal that the company assumes in the 
case of a public issue Offers for sale are therefore useful for 
companies previously without a Stock Exchange quotation and so 
without an existmg following among mvestors Like public 
issues, offers for sale are relatively expensive and are generally 
confined to large issues Occasionally offers for sale may be made 
directly by the mitial owner of the securities, possibly a ‘financial 
trust’. 

The arrangements that have to be made for an offer for sale 
are similar to those in a public issue 

Stock Exchange Placings 

These are sometimes described as Stock Exchange mtroductions, 
a term that is here reserved for a different type of issue. 

In a Stock Exchange placing the issuing house places the shares 
directly with institutional and other mvestors who are on its 
placmg list; part of the placing may be made through the inter- 
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mediary of stockbrokers, who will have their own placing list. In 
a Stock Exchange placing the issuing house may be acting merely 
as intermediary or may have bought the shares itself in the first 
instance 

A Stock Exchange placing must be accompanied by the issue 
of a prospectus, and arrangements have to be made, in securing 
the approval of the Stock Exchange Council, for providing at least 
two jobbers with sufficient stock to create a market in the issue 
The expenses of a placmg are lower than those of a public offer , 
prmting costs are less, as the number of prospectuses and apphca- 
tion forms required is small, no expenses of allotment or bank 
charges for handling application moneys are involved, no under- 
writmg commissions are incurred, and newspaper advertisement 
charges are lower than for public offers In all, a saving in expenses 
of between one-quarter and one-third may be made as compared 
with a pubhc issue 

Because the placing is not an offer to the general mvestmg public 
no underwritmg is necessary, but some of the subscribers to the 
placmg may sell their securities within a comparatively short space 
of time Certain mstitutions are in effect dealers m securities, and 
for them the issue will be a success only if the price at which 
deahngs open is in excess of the price at which the placmg was 
made; long-term holders will sunilarly be dissatisfied if the 
openmg price is below the placing price, for by waiting they 
would have been able to buy their shares more cheaply. Some 
excess of the opening over the issue price is therefore necessary 
for placmgs to be successful There need be no smgle price of 
sale for all the subscribers to a placmg, but the vendor of the 
shares to the issuing house must be informed of the prices at 
which the operation is carried out 

Because they confer upon a limited number of applicants the 
possibihty of some immediate gam, placmgs were frowned on by 
the Stock Exchange before the war, and after the war the Stock 
Exchange Council adopted a policy of requirmg reasons to be 
given why an issue should be made in this form rather than by 
way of a pubhc offer Nevertheless, about two-fifths of all issues 
made m the pre-war years, other than issues to shareholders, were 
Stock Exchange placmgs, and in the early post-war years this 
proportion rose to nearly three-quarters.* Part of the explanation 
• F W Paish, Business Finance (Pitman) 
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IS that the Stock Exchange Council has looked on placmgs with 
more favour m the case of issues for small companies, and in the 
immediate post-war years issues associated with the conversion of 
private to public companies were common. The placing is a 
cheaper method for a small company than an offer for sale or a 
public issue, and the possibility of success is enhanced by the 
reputation of the issumg house 

Private Placmgs 

In these a company’s shares are placed directly with large 
mstitutional mvestors such as msurance companies As the 
securities placed are unquoted, the arrangements for acquirmg a 
Stock Exchange quotation do not have to be made The expenses 
of a private placing are therefore particularly small, as neither 
advertising nor prospectus is necessary. Private placmgs have 
been the subject of some criticism on the grounds that the rate of 
interest attached to a private placmg would be higher were it not 
for the excellent Stock Exchange facilities provided for marketable 
stocks, the yields on which form a basis for those on placmgs The 
pomt of this argument is that private placings, if they were to 
become more common, would reduce the activities of the new- 
issue market m particular and the Stock Exchange m general 

The case for private placmgs, on the other hand, is that any 
capital market must adapt itself to changes in the needs of both 
compames and investors ; pnvate placmgs are undoubtedly cheap, 
because the lack of marketability of the securities involved is not 
a serious loss to the large mstitutional mvestor such as the msur- 
ance company or pension fund, of whose total portfolio these 
shares constitute only a small proportion. Institutional investors 
such as these have undoubtedly assumed great importance m the 
new-issue market and, indeed, provide the major part of the 
annual flow of savmgs gomg into new issues , it is therefore only 
natural, those in favour of private placings contend, that the 
capital market should reflect the changing requirements and 
preferences of its largest customers Furthermore, m the case of 
relatively small private placmgs of debentures or preference shares, 
alternative methods would be difficult because even quoted fixed- 
mterest securities may have a narrow market. 

Quantitatively speakmg, pnvate placmgs are still relatively 
unimportant 
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Stock Exchange Introductwns 

A Stock Exchange introduction, sometimes described as a 
‘permission to deal’, is similar to a Stock Exchange placing except 
that in the majority of cases existing rather than ‘new’ shares are 
involved. Unlike a Stock Exchange placing, the number of shares 
mtroduced to the market need not be made public. But a certain 
minimum number of shares will have to be made available under 
Stock Exchange regulations in order to create an adequate market, 
so that special arrangements have to be made with the jobbers 
Legally the advertisement that accompanies a Stock Exchange 
mtroduction is not a prospectus, but often a similar statement is 
deposited with the Registrar of Companies Introductions are more 
common when the shares brought to the market are those of a 
small company. 

Issues to Shareholders 

An issue to shareholders (a ‘rights’ issue) is an offer by a 
company to take up shares made direct by circular to the existing 
shareholders. It has several advantages First, the expenses of the 
issue are low, as no financial intermediary is required for vettmg , 
legal fees are small, the adimmstrative machmery required for 
handling the issue is relatively simple, and underwriting may be 
dispensed with A rights issue may be made relatively cheaply 
because there is some presumption that existing shareholders are 
favourably disposed towards the company concerned To share- 
holders a rights issue of ordinary shares brmgs the advantage of 
enabhng them to maintam their share of the equity of the company, 

A rights issue is obviously most appropriate for a company 
whose existing shares are already quoted on the Stock Exchange 
and widely held In the years before the war two-thirds of the 
ordmary share issues made by quoted compames were m this 
form * In the early post-war period, when new issues mcluded a 
greater proportion of those made by companies coming to the 
Stock Exchange for the first time, rights issues formed a smaller 
part of the total of ordmary share issues, but m recent years their 
share has mcreased once more 

If the current market value of the company’s existing shares is 
substantially above their nonunal value, the issue can be offered 
to shareholders at a price well below that of the current price, that 
* R F Henderson, The New Issue Market (Bowes & Bowes) 
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IS to say, on what are usually described as ‘bonus terms’ As a 
result, the price of the company’s shares, including the new shares, 
will be lower after the issue than the market price of the old shares 
before the issue But the price after the issue, if market conditions 
do not change, will also be above the figure at which new shares 
were offered to old shareholders, who are therefore compensated 
for the fall m the value of their old shares, a form of protection 
they would not enjoy if the issue were made without such pre- 
ferential rights. This is the chief attraction of the rights issue for 
the existing shareholder 

Some time after the announcement of the issue is made, existmg 
shareholders (or, more precisely, those on the company’s register 
at a certain date) will receive their provisional letter of allotment. 
When this occurs their old shares, which m the interval will have 
been quoted ‘cum-rights’, will now fall to an ‘ex-rights’ value 
But existmg shareholders, if they do not wish to subscribe to the 
new issue, can obtam compensation for this by completing a Form 
of Renunciation and sellmg their ‘rights’ to the new shares, until 
a date stipulated m the allotment letter The value of their 
‘rights’ IS expressed by the ‘premium’ represented by the excess 
of the market price of the new shares over their issue price. This 
value may be calculated as so much per old share, a figure that 
will differ from the former according to the ratio of new to old 
shares 


The Effect of a Rights Issue on Investors 

We must distinguish between three elements — the price at 
which the new shares are being offered to existmg shareholders as 
compared with the price of old shares before the issue , the ratio 
of new to old shares , and the appreciation of the situation made 
by investors as a result of the issue 
If one new share were issued for every one old share, an existing 
shareholder would gam when the period of the issue ended if the 
final market price of each new share over the issue price of the new 
share were greater than the fall m the price of the old share If 
one new share were offered for every two old shares the existmg 
shareholder would gain only if the excess of the final market price 
of each new share over its issue price were more than twice the 
final fall in the price of each old share For the gam on each new 
share would have to bear the loss on two old shares 
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Putting the matter in another way, the existing shareholder will 
gam if the final price of his shares exceeds the price at which the 
total market value of old and new shares, when they finally merge 
into one class, would be equal to that of the old shares alone before 
the issue plus the money that has to be put up to buy the new 
shares 

The Value of Rights 

For example, if one new share is being offered to shareholders 
at 305 in the ratio of one new to two old shares quoted before the 
issue at 455 , the calculation is as follows 

2 old shares quoted at 45s each qor 

I new share issued at 30s , 30J 

3 shares, at 40^ each . . i2or 

If the market price of the new and old shares after the issue 
settled down at 40J , which we can call the ‘equalization’ price, 
the shareholder would be all square, havmg lost i 05 on each pair 
of old shares and having gained lOf on each single new share 

When the provisional allotment letter is received dealings m the 
new shares begin at a prenuum over their issue price, and usually 
around a level equivalent to what in the above example is the 
‘equalization’ price of 405 This will be the figure on which the 
prospective value of the ‘rights’ is based in the prior calculations 
of stockbrokers, financial journalists, etc If, in the above example, 
the new shares opened at 40s , they would be quoted at ‘ los 
premium’, 1 e 40J —30^ , and lor would be the value of the 
nghts per new share This can also be seen to be (45i — 30J)/ 
(i+0'5), where 0 5 is the ratio of new to old shares, which is an 
alternative method of calculation. 

If the ‘rights’ are expressed per old share, their value would be 
y. per old share if the final market price were /f.os , the figure of 
5r being equal to the fall in the value of each old share from 
45r to 40J. 

The Course of the Premium 

How the premium will move after a rights issue has opened 
will depend on how the sale of rights by existing shareholders 
compares with the demand by would-be shareholders and specu- 
lators The current ex-rights price of the old shares during the 
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period of the issue, after first falling to something hke 405 in the 
above example, would reflect any movement m the premium, 
diverging from the latter only up to the amount of the 2 per cent 
stamp duty that has to be paid on the purchase of the old but not 
on the new shares Clearly the final price of the issue should 
depend on how mvestors assess the effect of the issue on the 
earning capacity of the company, and in this respect an issue to 
shareholders is in prmciple no different from, say, an ordinary 
pubhc issue if the same amount of money is raised and on the 
same net terms to the company. 

Rights issues, it is true, do have certain advantages, such as the 
lower expenses of issue. Apart from these, however, and particu- 
larly when share prices in general are buoyant, investors often 
appear to consider a rights issue as necessarily mvolving some 
potential gain to the shareholder not present in a straightforward 
public issue Some mvestors may consider a rights issue to be the 
more attractive the larger is what is sometimes described as the 
‘bonus element’, namely the difference between the initial price 
of the old shares and the price at which the new shares are offered, 
despite the fact that this means that, other thmgs bemg equal, the 
fall in the value of the old shares will be all the greater It is 
sometimes contended that the chance of the final price being higher 
than the ‘equalization’ price— 40J m the above illustration — is 
greatest when the number of shares to be issued is small in relation 
to the number of existing shares In this case a smaller number of 
shareholders will be obhged to sell their shares, and less risk will 
exist that the new scale of operations will prove too large for the 
company’s management to handle But sinular considerations 
apply to a straightforward public issue — the smaller its size m 
relation to existmg capital, the less wide need be its support 

The popularity of a rights issue of ordinary shares must there- 
fore be attributed to the conventional behef that they are inherently 
different. The basis of this convention may be that, when the new 
issue IS relatively small, mvestors assume that this particular 
method has been chosen because the directors expect to maintam 
the old rate of dividend on the enlarged noimnal capital, so that 
the final price might be hardly less than the mitial price of the old 
shares and therefore well m excess of the ‘equahzation’ price. 

Occasionally a rights issue may be made of shares of a different 
class, such as when preference shares are offered to ordmary 
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shareholders on bonus terms, that is at a price below their nominal 
value In this case the effect on the market value of the ordinary 
shares may be shght , the proceeds of the new issue can be expected 
to earn more than the rate of preference dividend, and the increase 
in the degree of gearing may be regarded as unimportant When 
an issue of preference shares is made on bonus terms to preference 
shareholders, on the other hand, a direct benefit is given to these 
at the expense of the ordinary shareholders, who will have to face 
the eventual repayment of the preference shares at a price above 
their issue price Such cases are therefore rare. 

Preferential Allotment 

When a company wishes to raise an amount much larger than 
can be obtained from existmg shareholders, it can make a public 
issue but grant existing shareholders preferential treatment m 
allotment, by circulatmg to them the traditional pink preferential 
application form The price at which such issues are made will 
generally be above that at which an issue to shareholders would 
be offered but sufficiently below the current price of existmg 
shares to compensate them for any fall in the latter 

FREE BONUS, SCRIP OR CAPITALIZATION ISSUES 
The extreme case of an issue to shareholders on bonus terms is 
that m which additional shares are issued to shareholders free of 
charge, in proportion to their existing holdings , this is known as 
a free bonus, scrip or capitalization issue 
The usual purpose of such an issue is to capitalize a company’s 
reserves After several years of ploughing back profits into the 
busmess, the issued capital of a company may be small m relation 
to Its revenue reserves and to its total assets The market value 
of its ordinary shares will be considerably in excess of their 
nominal value, and the dividend paid will appear high when 
expressed as a percentage of the latter A capitalization issue 
therefore serves to bring the company’s issued capital ‘into line’ 
with its assets and destroys any possible illusion that its revenue 
reserves represent accumulated funds available for distribution 
In other cases the new ordinary capital may be substituted for 
existing capital reserves On the liabilities side of the balance 
sheet, therefore, there is merely a reduction in some reserve figure 
corresponding to the creation of new ordinary shares, without any 
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change m the total of book assets or liabilities Alternatively, a 
capitalization issue may be made to synchronize with the revalua- 
tion of fixed assets, in which case total book assets and liabilities 
would be mcreased in the process 
If the total amount of ordinary dividends paid is not mcreased 
the result will be merely to reduce proportionately the rate of 
dividend per share on the enlarged capital. A capitahzation issue 
may therefore help to still the criticism of those who, looking 
only at the rate of dividend calculated on nominal capital and not 
on actual capital employed, regard the dividend paid as excessive. 
Post-war Labour governments have frowned upon bonus issues 
for fear that they would make it easier for compames to avoid 
dividend restramt by combining an increase in dividends with a 
bonus issue, thus holding down the rate of dividend declared on 
noimnal capital Bonus issues, includmg rights issues, were subject 
to a bonus duty between 1947 and 1949, and the Capital Issues 
Committee was instructed to reject apphcations for free bonus 
issues between 1949 and 1951 except v/hen these could be said 
to further objects declared to be in the public interest, such as 
enlarging export capacity, a curious qualification in view of the 
fact that free bonus issues produce no new money for a company 

The Effect of a Capitalization Issue on Investors 
If a capitalization issue were not accompanied by an increase 
m the total amount of dividend, so that the rate of dividend per 
share was reduced, the price of the old share imght be expected to 
fall proportionately. One minor qualification to this proposition 
IS that shares with a high market price are often unpopular because 
they are ‘heavy’ and so are avoided by investors who are averse 
to purchasing in small numbers. A capitalization issue may there- 
fore mcrease a share’s marketability, an advantage that will be 
reflected m its new price The same benefit could have been 
obtained, however, by splitting the denomination of each share, 
thereby tummg the existing noimnal capital into a larger number 
of shares. Apart from this relatively mmor point, the crux of the 
matter is the question of the total amount of dividend to be paid. 
If this is increased, the price of the enlarged number of shares will 
not fall proportionately with the capitalization issue, so that the 
total market value of the company’s ordinary capital will rise, with 
a consequent gam to the ordinary-share holder 
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It must be emphasized that in this case it is the fact of an in- 
crease in the total amount of dividend paid, and not the capitaliza- 
tion issue, that is responsible for the rise in the total market value 
of the shares, and the same result could simply have been achieved 
by a straightforward increase in the rate of dividend without the 
accompamment of a capitalization issue at all Because of the 
obvious imphcation that a capitalization issue, as such, does not 
necessarily bring any tangible benefit to the shareholder, the 
attempt by successive governments to restrict the practice has been 
strongly criticized as a misdirection of attention 

At the same time, however, there is little doubt that in practice 
many investors tend to regard a free bonus issue as a signal for an 
increase in the market value of a company’s ordinary capital, so 
that the market price per share does not fall proportionately 
Once more we must turn for an explanation to the existence of 
convention, the facility with which each investor can convince 
hunself that other mvestors regard a bonus issue as bringmg some 
tangible benefit, and m the last resort the convention may be said 
to sprmg from the hope that the directors have made an issue 
because they intend to increase the total amount of dividend 
Paradoxically, however, the larger the number of new shares 
issued in relation to the existing capital, the less is the likelihood 
that the dividend per share will be mamtained 

Sometimes a company will choose to issue a small number of 
bonus shares each year to correspond with the profit it has been 
ploughing back, and the increase in the total amount of dividends 
will then take the form of a constant rate declared on an increasing 
nominal capital. Apart from registermg the fact that capital 
employed is expanding, this method has some advantage m that 
it enables existmg shareholders who do not wish to increase the 
total market value of their holdmgs in a company to sell their 
rights to additional shares, a less complicated process than selhng 
a small number of shares Furthermore, the purchase of the 
rights by the buyer is not subject to the 2 per cent stamp duty 
payable on the transfer of ‘old’ shares, and this will be reflected 
in their price 

It is sometimes contended that a capitalization issue is of special 
value to the surtax payer and correspondingly against the interest 
of shareholders paying less than the standard rate of tax, because 
capital appreciation is not subject to tax whereas dividends are 
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This IS misleading in that it is the retention of profits and not the 
bonus issue that substitutes a capital for an income gam 

Finally, a capitalization issue of voting ordinary shares will 
obviously be disadvantageous to the interest of the preference 
shareholders unless provision to the contrary is made in the 
company’s articles, for the effect will be to increase the number of 
votes possessed by the ordinary shareholders A company’s 
articles may therefore provide for the voting power of preference 
shares to be rated up in such a situation 

STAGGING 

The ‘stag’ is a form of speculator. He hopes to profit from the 
fact that a successful issue must be made at a price below that of 
comparable securities, and his techmque is to apply for shares 
with a view to a practically immediate resale at a profit He will 
have to put up the application money, but his other expenses are 
small, since stamp duty does not have to be paid on a new issue 
until share certificates are circulated Until the 1948 Companies 
Act he could even withdraw his application if the issue looked like 
bemg a failure, but now the application constitutes legal acceptance 
for three days It has been said that ‘ the stag is a nuisance to the 
company, to the genuine investor with whom he competes and 
who does not know what proportion of his application will be 
allotted to hun, and to the market whose good functiomng is 
hindered by the stag’s enatic and useless intervention He has 
no friends, and if his life has been made miserable for him, there 
IS nobody to sympathize ’* 

This judgement may be somewhat harsh, in that the stag helps 
to smooth the way for an operation that would otherwise involve 
the raising of a large sum of money on one particular day, the 
effect of stagging is to help to spread new-issue operations over a 
period of time in which a more extended assessment of the issue 
may be made by many investors The stag, of course, takes the 
risk of an unfavourable change in market conditions 
The case against the stag is that he tends to be most active 
when the risk is least , stagging is naturally most common during 
a boom FIis activities can be restricted, however, by increasmg 
the amount required to be paid on application when market 
* M S Rix, Stock Market Economics (Sir Isaac Pitman & Sons, London, 

1954) 
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conditions are favourable, and if this fails to deter him^ an attempt 
can be made to reduce his share in the issue at the allotment 
stage by identifymg the various devices he usually adopts — for 
example, the completion of apphcation forms on behalf of the 
several individual members of his fairnly 

NEW ISSUES BY THE NATIONALIZED INDUSTRIES 

Parliament’s general mtention has been that the nationalized 
industries should finance the bulk of their capital mvestment, in 
excess of replacement, by outside borrowmg , at least there is no 
express statutory instruction to these bodies to meet their capital 
requirements out of surplus revenue In recent years, however, 
the scale of new issues by the nationalized industries has given 
rise to certain problems from which issues by ordinary commercial 
concerns are free. Nationalized industries, when they come to 
the market, do so for very large sums — 1955, for example, the 
Central Electricity Authority made an issue of £200 million, and 
issues of £100 million have been common Issues of this size 
cannot be absorbed by the mvestmg pubhc at one gulp It is not 
just a matter of terms, for if the rate of interest to be offered on an 
issue of ^ZQO million were raised in an attempt to attract more 
funds, the result would probably be for the prices of comparable 
stocks to be marked down on the date of the announcement, 
forestalling any large-scale ‘switchmg’. 

The effect of a new issue on the market prices of comparable 
stocks, given the terms of the issue, depends on its size, but it is 
not certam that the general problem would be solved by the 
nationalized industries’ coming to the market much more 
frequently for smaller sums For the knowledge that a steady 
stream of still-sizeable issues was likely to impinge on the market 
over the near future might lead investors to the conclusion that 
ordinarily there was no great urgency about subscribing to any 
one The general effect might therefore be to raise the rate of 
interest at which the nationalized industries — ^and the Exchequer — 
could raise capital 


The Role of the ‘Departments’ 

Until 1956 this problem was resolved by the operation of the 
authorities, that is various government ‘departments’ such as 
the National Debt Commissioners and the Bank of England, m 
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support of the new issue The bulk of the new stock would first 
be taken up by the ‘departments’ and subsequently sold on the 
market as conditions allowed This is a perfectly legitimate 
procedure, m that underwriting is an indispensable requirement 
for any large public issue, but the difficulty is that if the flow of 
tax and other receipts into the Exchequer is not large enough the 
issue can only be taken up by official hands if new money is 
dehberately created for the purpose This is economically un- 
desirable when the creation of new money is inflationary 

The Arrangements of the 1956 Budget 
In the Budget of 1956 the Chancellor of the Exchequer an- 
nounced a change m these arrangements. For two years the 
capital requirements of the nationalized industries were to be met 
out of the Exchequer, up to a hnut of £350 million a year for 
industries other than coal, which was already financed directly in 
this way, and the new procedure was continued in 1958 In one 
respect this method is no different from the previous system, m 
that, under both, the creation of money will be avoided only if 
the authorities succeed m drawing on the commumty’s saving, by 
taxation or by sellmg government securities to the public. The 
government hoped for one improvement, however, in regard to 
the condition of the market m government stocks, for a steady 
stream of discreet security sales is less unsettling than the effect 
of large new public issues. Moreover, the timing of public- 
corporation issues m the past has not been entirely within the 
control of the Treasury, for nationalized industries may have been 
forced to come to the market at a time inconvenient to the 
authorities by virtue of their having reached the borrowing limits 
accorded to them by the banks, on advances from whom they 
relied dunng the intervals between new issues. Following the 
1956 Budget only normal short-term requirements were to be met 
by bank finance 



CHAPTER 23 

INVESTMENT BY FINANCIAL 
INSTITUTIONS 

‘the MACMILLAN GAP* 

The London new-issue market came in for serious criticism in 
the years following the war of 1914-18 on the grounds that it 
placed unnecessary obstacles in the way of investment by small 
firms, m the form of excessively high new-issue expenses Small 
concerns will usually have to make some extra payment to investors 
to compensate them for the extra risks the latter run, or believe 
they run, as compared with investments in large concerns The 
critics contended either that this risk was exaggerated in the mind 
of the mvestor or that whatever hazard did really exist would be 
minimiz ed if mstitutions could spread the risks of mvestment m 
small firms over a number of such holdmgs. This Ime of reasomng 
received support from the Macmillan Committee m 1931 
That the cost of a new issue does not rise proportionately with 
its size IS due partly to certain expenses being fixed practically 
for any size of issue , these include the cost of the advertisement 
and the prospectus Then there are the costs which reflect 
differences m the element of risk, so that an issumg house may 
charge a proportionately larger fee for a small issue on this account , 
and in the case of a placing or Stock Exchange mtroduction the 
price at which securities are sold will fall short of the proceeds 
received by the company by a greater amount. A company that is 
gomg to the Stock Exchange for the first time will have to be even 
more carefully vetted by an issuing house than is usual, and the costs 
of such exammation do not rise in proportion to the size of the 
issue As a result the expenses of small issues in the inter- war years, 
particularly for companies newto the market, were undoubtedly re- 
latively costly, as much as 15 per cent for issues below £200,000 

THE INDUSTRIAL AND COMMERCIAL FINANCE 
CORPORATION 

The Macmillan Committee contended that no suitable facihties 
existed for the small company to raise permanent capital outside 
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the new-issue market, and its recommendations were eventually 
implemented in 1945, when the Industrial and Commercial 
Fmance Corporation was established The pubhcity that this 
organization has received may create the impression that this was 
the only body established after the ‘Macmillan gap’ received 
widespread attention, but m fact a number of institutions were 
set up after 1930 that provided finance for small firms, both with 
and without official financial support The establishment of 
I C.F C. nevertheless marked a new stage in the provision of 
finance for small concerns, if only because of the size of its 
resources. Whereas the Charterhouse Industrial Development 
Company^ for example, a private institution that was set up in 
1934 to mvest in small companies, has an authorized capital of 
;^7, 400,000, I C F.C. was formed with an authorized capital of 
,£45 million, to be provided by the main English and Scottish 
banks and by the Bank of England 
I C F C, possesses the large expert staff of accountants, financial 
experts and engineers that this type of business requires By 1957 
its portfolio had been expanded to a total of ,£33 milhon, spread 
over nearly 600 firms and distributed over a wide range of indus- 
tries The Corporation has paid dividends on its ordinary shares 
smce 1952-3 


NO POST-WAR MACMILLAN GAP ? 

The operations of I C.F.C have undoubtedly been attended 
by a large measure of success, but not much more than one-half 
of its authorized capital has been used, from which the inference 
might perhaps be drawn that the ‘Macmillan gap’ has been filled 
Another body set up by the government to aid small businesses, 
the National Research and Development Corporation, which was 
estabhshed m 1948 to provide funds for the development and 
exploitation of inventions for which commercial finance had not 
been forthcommg, is also m a similar position m that only a small 
part of Its borrowmg powers has been exploited 

Such a conclusion may be unwarranted. The earher post-war 
years, at any rate, were those in which many small companies 
possessed ample funds in the shape of unspent profits and Excess 
Profits Tax refunds, and the general buoyancy of Stock Exchange 
conditions m most years favoured the issue of capital by small 
concerns For nearly a decade after the end of the war material 
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shortages and government controls were the mam obstacle to 
expansion, and in this regard small firms may have been under a 
special handicap 

The policy of I C F C itself has been conservative , at 3 1 March 
1957 only 9 per cent of its investments were m the form of 
ordinary shares, and the fact that some 50 per cent of its portfoho 
took the form of issues exceedmg £100,000 indicates that a 
number of quite substantial concerns were m its portfolio. The 
scope of the Corporation’s lending may also have been restricted 
by undue concentration in the London area; busmesses in the 
London area amounted to 37 per cent of its total portfoho That 
some closer regional contact may be needed is suggested by the 
formation of the Glasgow Industrial Finance Company, set up by 
a group of Glasgow mvestment trust companies to sponsor local 
new issues , this development was followed by the estabhshment 
of a development company aimed at financing local concerns before 
the public issue stage. Another such company is Northumbrian 
Finance, set up m 1954 to facihtate the provision of finance for 
firms m the North of England 

Whether adequate facilities are now provided for the concern 
too small to come to the new-issue market is still a debatable 
question On this market itself, however, the facihties for smaller 
issues have been improved smce the Macmillan Committee 
published its complaint. Issues of £ 6 oo,ooo~£yoo,ooo, which is 
the present-day real equivalent of the £200,000 lower limit 
mentioned in the Macrmllan Committee’s report, are now easily 
arranged , the mimmum size of issues now handled without much 
difficulty may be as little as one-quarter of the real equivalent of 
the Macmillan Committee’s figure The attitude of mstitutional 
mvestors towards securities of relatively small concerns, especially 
if vetted by I.C.F.C or one of the finance houses, has become much 
more receptive, partly because of the strengtheiung of these 
financial intermediaries that has occurred since 1928 and partly 
because of the relatively favourable experience of investment in 
growmg firms enjoyed in the profitable conditions of the post-war 
period The expense of small issues, too, seems to have fallen 
over the past twenty years 

This, it must be stressed, apphes to the company whose size 
IS not too far from that at which recourse to the London market 
18 practicable. In coropanson with the mdustrial giants of today 
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these are certainly small concerns, but even the smallest company 
that in the more favourable conditions of the post-war years can 
float a new issue is still large compared with the bulk of new 
businesses, and it is to these that the supply of finance must have 
contracted as a result of the increase in taxation on personal 
mcomes It is at this early stage that the difficulty of outside 
assessment of a relatively untried management and perhaps a new 
product brings the risks of finance to their peak It is not a field 
into which even the large mstitutional investors can enter with 
confidence, despite their ability to spread their risks over a large 
number of compames ; for whether the return on such mvestments 
in a period of more difficult trading conditions than those ex- 
perienced m the relatively favourable years smce the war would be 
sufficient to meet the cost of the investigation and supervision 
that would be needed and yield a return commensurate with the 
risk IS not a question that can be answered easily It is worth 
noting, for example, that between 1950-1 and 1956-7 I C.F C. 
made offers to only one-fifth of the 3,500 appbcations received ® 
The rejection rate of the Charterhouse Industrial Development 
Company has been even higher 

Where new businesses are concerned, management abihty may 
be even more scarce than finance, and outside supervision is 
needed as a rule because it is difficult to sell such mvestments if 
things go wrong In many cases the owner of a promising young 
business may be averse to allowing outside shareholders to partici- 
pate at all in his equity, but the problem for the institutional 
investor considermg this type of business is that some proportion 
of equity finance is essential so that losses on unprofitable ventures 
may be recouped from the gams on those that succeed Fixed- 
interest investment, backed by the perhaps specialized assets of a 
small concern, may offer little real security in the event of un- 
favourable trading conditions 


‘Edith' 

The years smce the war have seen a proliferation of financial 
institutions set up to meet specific needs Estate Duties Investment 
Trust Limited was formed in 1953 to purchase shares m private 
compames to provide for the payment of death duties, which 
might otherwise cause the disintegration of faimly businesses 
Edith aims at avoidmg any element of control or interference in 
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the management of the busmess Its shareholders consist of 
I C F.C. and a number of insurance companies and investment 
trusts, and it is able to draw on the expert techmcal services of 
I C F C in selecting its investments Its issued capital at March 
1957 amounted to imlhon in ordinary shares and ^500,000 
in debenture stock The book value of its mvestments at that date 
had reached almost £1,^00,000, but Edith’s busmess has been 
larger than this figure alone would imply, for some of the shares 
offered to it have been placed with its shareholders 
Edith, while still the pnma donna m the field, is no longer the 
sole institution doing this type of business In 1953 Private 
Enterprises Investment Company Limited was formed for a similar 
purpose by four well-known mstitutions* and an mvestment trust, 
and in the same year Safeguard Industrial Investments Limited was 
set up by London and Yorkshire Trust The Charterhouse group 
is also active m this sphere. 


FCI 

The new issue market provides adequate facilities for the larger 
concern It may therefore seem surprismg that in 1945 a special 
organization was set up to provide medium-term finance for 
comparatively large firms on the grounds that in some respects 
the new issue market was still deficient. Finance Corporation for 
Industry Limited was established in 1945 with an authorized 
capital of £7,^ million, subscribed by the Bank of England (30 per 
cent), msurance compames (40 per cent), and mvestment trusts 
(30 per cent) It was formed mainly m order to finance large-scale 
projects that, although profitable in the longer-run, could not by 
their very nature be expected to yield an immediate return. At 
the end of the war it was feared that projects of this type would not 
receive support m the financial world because of the unfavourable 
pre-war expenence of mvestors in heavy mdustry, which would 
be the field of activity most likely to come withm the category 
The Corporation, under the terms of its charter, was only to make 
advances on new projects considered to be in the national mterest, 
and then only when the reqmred finance could not be obtained 
from any other source 

By 31 March 1957 only ^500,000 of the authorized capital of 

* Samuel Montagu & Co Ltd , M Samuel & Co Ltd , N M Rothschild & 
Sons, and S G Warburg & Co 
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F C I had been issued, but with the aid of bank advances totalling 
more than miUion it had built up a portfolio with a book value 
of million The Corporation normally provides only loan 
finance, repayable as a rule withm seven to ten years , it may also 
take options on share capital, but it is the Corporation’s intention 
that Its advances should be replaced by normal external finance as 
soon as possible. In its early years F C I. made a series of losses, 
and It was not until 1955 that a dividend (of 6 per cent) was paid 
on Its issued capital. Whatever nught have been the attitude of 
investors m the immediate post-war period, the low return 
obtained by its shareholders and the more realistic but not 
unsympathetic appraisal made hy the new issue market of long- 
term ventures have since weakened the case for the Corporation’s 
existence. 


COMMONWEALTH FINANCE 

Another government-sponsored body is the Commonwealth 
Development Finance Company, mcorporated in March 1953 Its 
object is to promote the development of Commonwealth resources, 
and subscribers to its authonzed capital of ,(]i5 million include 
the Bank of England and leading industrial, commercial, mining, 
shippmg and financial interests 

The Colonial Development Corporation, on the other hand, is 
an official body, estabhshed m 1948 in order to speed up economic 
development in the Colonies It was not a commercial success m 
Its early years, m which it seems to have paid little attention to 
direct financial considerations After a period of reorganization 
the Corporation made its first annual profit in 1955, and now 
seems to be operating on commercial prmciples 

SPECIALIST INDUSTRIAL INSTITUTIONS 
These institutions have one characteristic in common, in that 
they aim to spread their risk over a wide variety of industrial 
enterprises, mdeed, variety is essential to their security Smce 
the war, however, a number of bodies have been established for 
the purpose of financmg a particular industry 

The Ship Mortgage Finance Company was founded in 1951 with 
an issued capital oi £1 milhon hy an association of shipbuildmg 
concerns and various insurance and other City mterests. The 
objects of the company are to make medium-term loans (normally 
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five or SIX years) on mortages on ships constructed in the U K 
and to raise money for this purpose by the issue of medium-term 
debentures The limit of the debenture debt is ten times the issued 
capital and reserves Loans are normally limited to 50 per cent 
of the cost of the ship concerned At 30 June 1957 advances 
outstanding totalled ^3,000,000, and ;£2,ooo,ooo of debentures 
had been issued, while short-term debt to the banks and the 
F C I stood at ,£400,000 

The heavy demand for funds to finance the buildmg of oil- 
tankers and the restriction of lending by the Ship Mortgage 
Finance Company to medium-term loans made only on comple- 
tion were responsible for the formation of two companies in 1957 
whose object is to finance the tanker-building programmes of the 
Shell group and British Petroleum Limited These two companies. 
Tanker Finance Company and Tanker Charter Company, with 
resources of £30 million and £40 million respectively, have their 
medium-term finance (up to eight years) provided by a group of 
banks and their long-term resources by a number of msurance 
compames and pension funds Their formation is an interesting 
example of the way m which the operations of the capital market 
can be adapted to the special requirements of lenders and 
borrowers 

Another of these specialist bodies is Air Finance Limited, with 
an authorized capital of ,£1 milhon, it was formed in 1953 by 
three City merchant-banking compames in co-operation with 
F C I and a number of leadmg aircraft manufacturers The 
objects of the company are to help finance British aircraft exports 
by making short-term loans (normally up to three years) to foreign 
purchasers to cover up to about 40 per cent of the purchase price 
F C I has made available loan facihties to the company up to a 
value of ,£10 milhon, and the co-operation of the Board of Trade’s 
Export Credits Guarantee Department (whose guarantee is 
normally required in connexion with foreign orders financed under 
Air Finance arrangements) has been obtamed. 

The Ship Mortgage Fmance Company and Air Fmance Limited 
are private institutions The National Film Finance Corporation 
Limited, which was set up by the government m 1948, derives its 
total resources — at present about £8 milhon — ^from the Treasury 
It makes loans to film producers, but although it was intended 
merely as a form of temporary finance aimed at placing British 
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film production on a firm footing, it has developed into a subsidy 
on which film producers appear to depend 

EXPORT CREDIT INSURANCE 

The Export Credits Guarantee Department of the Board of Trade 
was set up in 1919. It insures credit given to finance British 
exports, covermg both the commercial risk of default by the 
overseas importer and the now more common hazard of currency 
restrictions. The msurance of export credits is usually essential 
if bank or acceptance house finance is to be obtained for export 
business, and E C G D msures between one-fifth and one- 
sixth of Britain's export trade Normally the Department covers 
an exporter to the extent of 85 per cent of any loss caused by 
insolvency of the buyer and up to 90 per cent of losses caused by 
the imposition of import or currency restrictions 

In recent years E C G D has been handhng about £500 milhon 
of busmess per annum, the large bulk of which is of under two 
years’ duration. Smce the re-entry of Germany and Japan into 
world markets, the view has often been expressed in business 
circles that British export credit facilities are msufficient to meet 
the growing challenge of foreign competition, and since 1953 the 
policy of the Department has become more liberal. 

Besides these government facihties some export credit business 
is also msured privately — ^the Trade Indemnity Company,^ for 
example, is active in insuring short-term transactions with the 
Commonwealth But because E C G D not unnaturally msists on 
msuring agamst both the lesser risk of insolvency and the more 
unpredictable hazard of currency restrictions, private export 
credit msurance can only be undertaken on a small scale, since very 
large funds are required to cover political risks 

A Shortage of Export Credit ? 

The E.C.G.D. only provides insurance cover for export credit, 
and the availabihty of credit for export transactions constitutes a 
separate problem In recent years the banks have shown a willmg- 
ness to provide export credits for more than short-term contracts, 
but no conclusive answer has yet been given to the question 
whether the credit facihties available m Britain for financing sales 
of heavy equipment, m which the importer may insist on several 
years’ credit, compare badly with those provided in other countries 
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Similar complaints can be heard even on the part of exporters in 
Germany and the USA Smce the war the mam buyers of heavy 
equipment m many overseas markets have been governments or 
public corporations, and these have been able to demand generous 
credit terms from suppliers Whether it is really in this country’s 
mterests to struggle to sell this type of product if long credit 
terms have to be granted is not a simple question, and it might 
be thought that if the large manufacturers of such products are 
confident that the provision of long-term credit to, say, Brazihan 
importers is a sound proposition, they should finance it themselves 
out of capital raised in the ordmary way The difficulty, however, 
IS that mdividual manufacturers would rarely be able to achieve 
a wide-enough spread of risk, and the average export credit 
contract is of too short a duration to be a suitable investment for 
long-term mvestors such as insurance compames and pension 
funds. For reasons of pohtical policy, on the other hand, other 
countries, such as the U.SA and Soviet Russia, can provide 
credit through their official agencies on a scale that Britam cannot 
match. 

THE ‘institutional INVESTORS* 

The term ‘mstitutional investor’ is used in a number of ways. 
It may embrace government mstitutions such as the Bank of 
England and the National Debt Commissioners, it may take m 
the whole of the bankmg system and the institutions just described, 
or It may be confined to those private mstitutions whose funds are 
drawn from personal savmgs throughout the commumty. It is m 
this third sense that the term is used here. The most important 
of these mstitutional investors are the life-assurance offices, 
pension funds, building societies and mvestment trusts , but other 
examples include the Ecclesiastical Commissioners, trade umons 
and other friendly societies, and a variety of trust funds 

INSTITUTIONAL INVESTORS AND THE NEW-ISSUE MARKET 
Life-assurance and pension funds, which have a preference for 
long-term Stock Exchange investments, have been growmg at a 
rate of over £,500 million per annum This was equivalent to 
roughly one and a quarter times the annual value of all capital 
issues (for ‘new money’) made in 1955-7 other than by the 
government, whereas m 1938 the correspondmg proportion was 
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only one-half Taking this comparison back to the five years up 
to the new-issue boom of 1938, the mcrease m the funds of life- 
assurance offices and pension schemes, at about million 

per annum, was equal to only one-fifth of the value of new issues 
at that time, and m the years just prior to the First World War 
the proportion was only of the order of 7-8 per cent Although 
these mstitutions invest only a part of their accruing funds in new 
issues, it IS now a commonplace of the capital market to say that 
no large new issue can succeed without their support 
It IS also true to say, however, that as the annual growth of their 
funds IS now large m relation to the net increase in the total supply 
of securities, life-assurance offices and pension funds, or at least 
the more substantial of their class, depend on new issues as con- 
venient mvestment outlets In normal times only a tiny proportion 
of the existing stock of mdustrial securities changes hands in 
sizeable blocks, and this usually through the hquidation of 
deceased estates As it is not econoimcal for the leading hfe- 
assurance offices and pension funds to buy securities in amounts of 
less than a certain minimum size, they are always active supporters 
of the new-issue market out of self-interest as weU as through an 
awareness of their new responsibility for the finance of industry. 
Neither pension funds nor life-assurance offices are subject to 
any statutory restrictions on the type of investments they may 
hold, and their growmg appetite for industrial securities has 
mamtained the flow of external finance to companies large enough 
to make use of the new-issue market, thus counteractmg the 
constriction of personal finance due to the heavy taxation of the 
rich This freedom contrasts with the restrictions placed upon 
institutional mvestment policy abroad, for example in India and 
Norway, The avowed purpose of these hmitations, as m the 
Umted States and Canada, is generally to safeguard the mterests 
of contributors and policy-holders, but m some cases their object 
also appears to be to reserve hfe-assurance and pension funds for 
government borrowmg or for projects approved by the govern- 
ment. The result has been that high taxation of personal incomes 
has eaten into the supply of industrial finance without any com- 
pensating flow of institutional funds In some countries where 
institutional funds are siphoned off m this way the government 
has had to adopt special and not altogether consistent measures 
aimed at revivmg the market m mdustrial finance 
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INSURANCE COMPANIES AS INVESTORS 
Income Rather than Liquidity 

The funds invested in this country by British life-assurance 
offices have recently been growing at the rate of about 
million a year, and the total book value of their assets has risen to 
about £5,000 million. These assets are held to honour the com- 
mitments of the hfe-assurance mdustry to its policy-holders, but 
as long as we do not experience a trade depression of a depth and 
duration unprecedented in our history the a nn ual accrual of 
premiums and interest can be expected to exceed the annual outgo 
by way of current payments to policy-holders and other charges 
Because the inflow of receipts year by year enables life-assurance 
offices to meet maturing policies without liquidating existmg 
investments, only a small part of their portfolio need be held m 
cash or highly hquid short-term assets, and at the other extreme 
their assets will generally include some proportion of unquoted 
securities as well as those quoted but without an active market 

The fact that the well-managed life-assurance office can normally 
disregard the fear of having to sell investments on a weak market 
in order to meet its commitments, together with the necessity for 
earning a steady and adequate income, gives to its investment 
policy a measure of continuity not shared by that of the personal 
investor With their eyes on the more distant future, the managers 
of life-assurance funds can invest steadily They will alter the 
direction of their policy according to their assessment of the 
financial outlook, but they are not likely to be heavy net sellers of 
industrial investments through the fear of a temporary fall m 
security prices Variations in investment pohcy, particularly in 
the case of the larger office, for which the availability of suitable 
investments is an important consideration, are more likely to take 
the form of a change in the type of security being acquired than 
of the large-scale substitution of securities for cash, or vice versa 
Because the investment of life-assurance funds is free from the 
wilder swings of hope and fear about the immediate outlook to 
which the ordinary personal investor is sometimes subject, it 
brmgs to the capital market an element of stabihty and long- 
term judgement that cannot but foster the ultimate object 
of enlarging the flow of finance to the most worthwhile capital 
projects 
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In the investment of life-assurance funds the aim of actuarial 
solvency is paramount, an mvestment income must be secured at 
least equal to that assumed in the calculation of premiums The 
investment manager of a life-assurance office is therefore concerned 
with obtainmg a wide spread of assets of which the foundation 
consists of reliable fixed-interest securities Because the need for 


Table i 8. The Changing Composition of Assets 


The Assets of Life-Assurance Offices* 1880-1956 


TOTAL ASSETS j£tn 

Mortgages (%) 

Loans on public rates, 

Bntiah municipal and 
county securities, public 
boards (UK)(%) 

Loans on pobcies and 
personal security (%) 

Bntish government 
secunties (%) 

Conunonwedth government 
provincial and mumcipal 
securities (%) 

Foreign government and 
mumcipal securities (%) 
Debentures (%) 

Preference shares (%) 

Ordinary shares (%) 

Real property (%) 

Agents’ outstanding balances 
and accrued interest (%) 
Cash (%) 


1880 19x3 1927 1937 1948 1956 

15s 530 1.064 1.655 2.724 4.757 

46 21 12 II 7 12 


13 6 s 7 4 3 

665311 


26 22 40 24 


588744 


3 

7 



16 9 13 

887 

10 II 16 

5 5 8 


334356 

322232 


* OfHcea established m Great Britain only, but including their assets held against overseas and 
Don>bfe business , the figures relate to balance-sheet and not market values 


income is normally greater than that for hquidity, the life- 
assurance company’s portfolio will consist largely of long-term 
investments. 

Beyond these considerations, the pressure of competition 
between different life-assurance offices, in regard to premium 
rates and to the bonuses declared on with-profits policies, is able 
to seek an outlet in the field of investments promising greater 
returns, but subject to greater risks 

The composition of hfe-assurance mvestment portfolios has 
reflected both the development of the capital market and the 
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changing economic background against which it must always be 
related, m twenty years’ time, no doubt, these figures will have 
undergone further important alterations Before the First World 
War the volume of long-dated government securities outstanding 
was small in relation to the annual flow of saving seeking invest- 
ment outlets, and reliable ordinary shares, outside the field of 
railways and public utilities, were even scarcer. Mortgages, in 
this period, in which the buildmg society movement was still 
young, provided the chief source of rehable long-term income 
By 1913, however, important changes could already be discerned; 
the boom m foreign capital issues and the growth of the market 
in good-class industrial securities had extended the range of 
investments. As a result of the First and then the Second World 
Wars, the great increase in the supply of government securities 
was responsible for a striking change in the composition of life- 
assurance portfohos, and the growmg availability of suitable 
ordmary shares in the mter-war years can also be traced in 
Table i8 In the immediate post-war years nationalization aug- 
mented yet agam the life-assurance compames’ holdmgs of 
government-guaranteed stocks, and it is only comparatively 
recently that the proportion of industrial securities has returned 
to Its immediate pre-war level. The growing part played by the 
ordmary share, however, is especially noteworthy in view of the 
fear that the replacement of the rich man’s savmg by personal 
thrift channelled through life-assurance and pension funds might 
lead to the eclipse of equity investment. 

Over the past forty or fifty years the growing importance of 
British government stocks and ordinary shares in life-assurance 
portfolios has been counterbalanced by the dechne not only of 
mortgages but of loans to local authorities, personal loans and 
overseas securities. The development of the central Exchequer’s 
finance of local government expenditure brought a contraction in 
the supply of local authority loans, while the growth of the 
building society movement, the banking system and of hire- 
purchase has caused a parallel dechne in the relative importance 
of loans made by life-assurance offices on policies and on personal 
security The contraction in the share of overseas securities is 
less sharp, but perhaps even more sigmficant It reflects the 
inability of this country to invest large sums abroad and the much 
greater risk attached since 1929 to overseas lending than in the 
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comparative stability of the pre-1914 era The bulk of the 
overseas investments now held by British life-assurance compames 
serves as backing for their liabilities in the same currency, the 
counterpart of the growmg business conducted by their overseas 
branches ; and the prmciple of matchmg assets and habilities m 
the same overseas currency is rarely departed from 

MUTUAL LIFE-ASSURANCE OFFICES 
It IS convement at this pomt to distinguish between life- 
assurance offices that are hmited-hability jomt-stock compames 
and those that are known as mutual hfe-assurance offices or 
societies In mutual hfe-assurance societies there are no share- 
holders , the profits belong entirely to the holders of those hfe- 
assurance pohcies that participate in profits. Directors are elected 
by the policy-holders, generally the participating policy-holders 
alone, and to qualify for office they must usually effect on their 
own life a participating policy for a certain mimmum sum Most 
mutual hfe-assurance offices were incorporated by special Acts 
of Parliament, and their powers and rules are defined m those 
Acts By their nature mutual offices are difficult to set up , some 
began onthebasisof an outside guarantee, and others were founded 
origmally as joint-stock compames before being transformed 
As far as their mvestment pohcy is concerned, there is no evi- 
dent difference from that pursued by joint-stock life-assurance 
compames 

NON-LIFE INSURANCE COMPANIES 
Table 18 mcludes assets held against the non-hfe insurance 
liabilities of those compames that conduct general branch business 
(fire, accident, motor and marme insurance, for example) as 
well as life assurance These assets, which amounted to about 
£375 million of the total in 1955, m addition to some ^420 million 
held by purely non-hfe offices, are not channels for personal 
savmg, being analogous to the stock-m-trade of an ordinary 
business concern Smce the payment of general branch claims 
fluctuates from year to year, hqmdity is a highly important 
consideration in the investment of these funds, so that cash forms 
a high proportion of total assets At the end of 1955, one-tenth 
of the total assets of companies transactmg non-life business only 
took the form of cash and a further one-fifth was held in agents’ 
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balances and outstanding premiums; mortgages represented only 
2 per cent and all industrial securities only 20 per cent of the total. 
British compames are notable for the fire, accident and marine 
insurance business they transact abroad, and a large part of their 
funds IS therefore held overseas to meet liabilities payable m 
foreign currency, Commonwealth and foreign government and 
mumcipal securities therefore represented almost one-fifth of 
total assets at the end of 1955, and a considerable proportion of 
the cash deposits possessed by these msurance compames is held 
m foreign currency 

THE INVESTMENT OF PENSION FUNDS 
Pension funds are growmg rapidly It has been estimated* that 
at the end of 1953 their accumulated funds amounted to at least 
£1,678 million, divided m the followmg way 

£ million 


Public services 237 

NationaLzed mdustnea 261 

Life-office schemes 4SO 

Intemally-admmistered schemes 730 

Total 1,678 


This total can be guessed to have reached £2,500 million by 
the end of 1957 The investment of pension funds is governed by 
the terms of the trust under which they are set up If no stipula- 
tion to the contrary is made in the trust deed, however, a pension 
fund, like any other trust fund m a siimlar position, virtually 
cannot mvest in other than trustee securities, otherwise the 
trustees are personally responsible for any loss Trustee mvest- 
ments are those m which the Trustee Acts empower a trustee to 
mvest any trust funds They includef U K government and 
government-guaranteed stocks, real or heritable securities m the 
U.K , including the security of a charge on freehold land, most 
local authority loans and certam Commonwealth government 
securities. In certain cases, eg local authority and Colonial 
government loans, restrictions are placed on the power of trustees 

* Report of the Committee on the Economic and Financial Problems of the 
Provision for Old Age (Phillips Committee) Cmd 9333 (HM S O , 1934) 

f Under the Trustee Act of 1925, nhich applies to England and Wales only, 
and subsequent amendments 
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to purchase redeemable securities standing more than 15 per cent 
above the redemption price 

In recent years the need to provide for pensions at money 
income levels that threaten to rise year by year -with the general 
mcrease in prices has caused the trust deeds of many pension funds 
to be amended or established within much less narrow limits This 
consideration, together with the country’s experience of prosperous 
economic conditions since the war, has been responsible for an 
increase in the share of pension fund portfolios held in the form 
of ordmary shares 

Statistics of the distribution of pension fund assets are not 
generally published An inquiry made by Professor E. V, Morgan* 
mto a sample of over 360 funds with total assets of ^510 million 
in 1955 revealed the following distribution of assets 

Table 19 Pension Fund Assets 


% 

Mortgages 4 6 

Government securities 32 6 

Local authority, public board and 
other government secunties 10 4 

Debentures 12 8 

Preference shares y y 

Ordinary shares 27 3 

Real property i y 

Cash, etc 2 9 


Other evidence suggests that the proportion of pension fund 
assets held m the form of ordmary shares has been growmg, 
five years earlier, in 1950, it was not much in excess of 10 per 
cent. Pension funds are usually steady long-term mvestors ; and, 
if their trust deeds permit, they can be expected to mvest rather 
more heavily m ordmary shares than life-assurance offices because 
they are more concerned with securmg protection from rising 
price-levels , and as they do not have to pubhsh their accounts 
they are less embarrassed if their balance sheets show a temporary 
fall in capital values 


BUILDING SOCIETIES 

The total assets of the buildmg society movement have grown 
from £60 million in 1900 to about ,£2,400 milhon at the end of 
* ‘Pension Funds and the Market', Financial Times, 9 May 1957 
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1957 Their funds are drawn from the issue of shares and 
from deposits made by the public, but the amount they are 
able to invest over any period will be augmented by the 
flow of mortgage repayments, which is usually well in excess of 
the annual increase in shares and deposits The prime outlet for 
building society funds is m the field of house mortgages, and, to 
a small extent, of mortgages on commercial premises 

The Problem of Liquidity 

The necessity for always being m a position to meet its short- 
term habihties to the holders of shares and deposits renders it 
important for the building society to have a good slice of liquid 
assets in its portfoho Its mortgage repayments, in the absence of 
widespread default, leturn a flow of cash to the building society 
that can be used to repay shares and deposits simply by contracting 
the provision of new mortgage advances But liquid resources 
have to be held because withdrawals of share and deposit funds 
can m certam circumstances become particularly large, and the 
nsk of default on mortgages cannot be ignored 

Building societies have to compete with alternative outlets for 
short-term funds, such as government securities, deposits with the 
banks and local authorities, and the National Savmgs Movement, 
as well as with the attraction of usmg funds for personal or busmess 
expenditure When the force of this competition gathers strength, 
buildmg societies may have to meet a sustained outflow of funds, 
particularly those previously held on deposit The need for 
liquidity is increased still further by the general reluctance of the 
building society movement as a whole to raise its own interest 
rates, either those it offers to shareholders and depositors or those 
it charges on advances, in order to check an outflow of funds not 
of serious proportions Buildmg societies consider that general 
stabihty of rates is m their best long-term mterest, on the grounds 
that in the long-run the prospect of fluctuatmg rates would deter 
both the prospective house-purchaser and the potential depositor 
Complete stability is not practicable, but variations in building 
society rates tend to lag behind changes m the supply of and 
demand for theu- funds 

The need for adequate liquidity, apart from the annual flow of 
mortgage repayments, is met m several ways. First, the Council 
of the Building Society Association recommended in 1950 that 
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‘free liquid funds’, m the form of cash and investments, should not 
be less than 7I per cent of total liabilities to shareholders and 
depositors and 33^ per cent of deposit habihties alone In fact, 
hquidity ratios are usually well in excess of these. Secondly, apart 
from first mortgages and cash, buildmg societies are allowed to 
mvest only in trustee securities and savings bank deposits . Thirdly, 
a large part of the building society’s non-mortgage assets will 
usually be of a relatively short-term nature, such as loans to 
local authorities and short-term government securities 


INVESTMENT TRUSTS 

Investment trusts are not ‘trusts’ m the legal sense but are 
joint-stock compames that use their capital to hold a range of 
securities, mainly industrial securities. The shares of investment 
trusts can be bought or sold on the Stock Exchange, and offer to 
their holder an interest in a wide spread of securities and in the 
skilled management of the trust These facihties have some appeal 
to the non-professional personal investor with neither special 
mvestraent knowledge nor the large funds required to obtam a 
spread of securities Compames that can properly be described 
as mvestment trusts are mainly long-term investors, purchasing 
securities with an eye to long-term mcome rather than immediate 
capital appreciation If they satisfy the Inland Revenue authorities 
that they are not merely dealers m securities, buymg and selling 
at frequent intervals, they are subject to tax only on their mcome 
and not on capital appreciation A distinction can thus be drawn 
m this way between the mvestment trust and the finance company 
whose capital gams and losses are brought mto its tax assessment , 
the latter generally holds a much narrower range of investments, 
some of which may give it a controllmg mterest. The Stock 
Exchange critenon goes further, limiting the term mvestment 
trust to those companies whose articles of association preclude the 
distribution of capital gams to its shareholders 


Sources of Finance 

The volume of secunties held by mvestment trusts is limited to 
their capital and reserves, plus what they can borrow from other 
sources such as the banks and other institutions. From the 
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outbreak of war until July 1953 the Capital Issues Committee was 
instructed by the Chancellor of the Exchequer to refuse permission 
to investment trusts seeking to issue new capital above the C I C. 
hrait of ^£50,000 m any one year This prohibition was thought 
to reflect the official view that any expansion of the capital of 
investment trusts would divert funds from the finance of industry, 
on the grounds that the money subscribed for the increase in 
investment trust capital would otherwise have been used to 
purchase a greater proportion of new issues than is the practice of 
investment trusts This is a doubtful proposition and without 
much relevance to a period in which the annual supply of new 
industrial issues failed, by and large, to match the appetite of the 
market Other considerations influencmg the government may 
have been the fear that new investment trust capital would also 
divert savings from government issues and would be used to a 
large extent to buy overseas stocks available for purchase from 
other British holders, a policy that the authorities may have 
feared would cause leakages in the exchange control 

About one-third of all British investment trusts, by both 
number and capital value, and including the largest, are Scottish 
Many of these are operated in groups under a holding company, 
because the most economical size of a skilfully operated investment 
portfoho is fairly large The capital of an investment trust is 
usually highly geared , the existence of a broad spread of marketable 
investments provides security of both mcome and capital for its 
debentures and preference shares, and the high gearing itself 
magmfies the return provided for the ordinary shareholders of a 
successful investment trust Partly because little new investment 
trust capital could be raised until 1953, and partly because they 
are bought as long-term investments, shares in investment trusts 
are not easily obtamable m large amounts 

Investment Trusts as Investors 

Investment trusts hold between 60 and 95 per cent of their 
assets m ordinary shares, averagmg approximately three-quarters, 
and in some mvestment trusts as much as two-fifths of the total 
portfoho takes the form of American and Canadian securities 
Investment trusts, as long-term investors, can afford to hold shares 
which do not have an active market, and some mvestment trusts 
hold a small proportion of their portfolio m unquoted shares 
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Their holdings of debentures and preference shares contribute a 
dependable margin of income towards the service of their fixed- 
mterest capital 

Like all institutional investors, investment trusts have adapted 
their portfohos to changmg economic conditions since their period 
of rapid growth in the last two decades of the nineteenth century 
Whereas their mvestments m the expanding North American 
continent have increased since before the war, the part played m 
their portfolios by other overseas investments, notably South 
American and European securities, has dwindled so much over 
the past thirty years that United Eongdom securities now occupy 
a much larger share of the total In the nmeteen-twenties invest- 
ment trusts held not much more than one-third of their assets in 
U.K. securities, and before the First World War, when mvestment 
trusts were enthusiastic subscribers to foreign issues, the propor- 
tion was even smaller. The change from trade depression to the 
active and generally prosperous conditions enjoyed by business 
smce the war, on the other hand, has been accompanied by an 
increase in the proportion of U K ordinary shares m the total 
assets of mvestment trusts Because of their gearing, their 
management expenses and their allocation of part of their income 
to reserve, the share capital of investment trusts will generally be 
found to have a market value well below that of the underlying 
assets. 

UNIT TRUSTS 

Umt trusts were developed in the mneteen-thirties to enable 
the small investor to acquire securities representmg a spread of 
assets that he could not hope to obtain by direct purchases on a 
small scale Umt trusts are legal trusts, set up under a trust deed 
and managed by persons who have to be registered under the 
1939 Prevention of Frauds (Investment) Act The securities 
purchased on behalf of the trust are deposited with trustees, 
usually a bank 

The portfoho of the trust consists of a block of investments, 
vested in the trustees, who will divide these into titles described as 
‘umts’ Umts are available for purchase by the public, and a 
holder is entitled to a proportionate share of the beneficial interest 
in the underlymg securities The number of umts held depends 
on the volume of purchases by the public, whereas the portfoho 
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of an investment trust is limited to the size of its capital and 
reserves plus outside borrowmg 

In a ‘fixed’ trust the securities held are specified by the trust 
deed, m a ‘flexible’ trust mvestments will not be subject to 
such restrictions This second type is now the usual form of umt 
trust. As the whole of the mterest or dividend receipts, less 
management expenses, is distributed to members, the price of a 
umt will stand close to the market value of the underlying assets 
The market in units is provided generally by the trust managers, 
who undertake to re-purchase units at any time Umt trusts are 
usually created for a definite period, after which members are 
given the value of the assets underlying their units or the option to 
convert into the umts of a new trust. 

The majority of umt trusts hold only high-grade ordinary shares 
In 1940 some mnety umt trusts were m existence with umts 
possessing a total value of £8i railhon The prohibition of new 
issues by investment trusts untd 1953 applied equally to the crea- 
tion of new umts, and the subsequent expansion of the umt trust 
movement has been small until recently , but it is now evident that 
a new period of growth is beginning. 



CHAPTER 24 

THE STOCK EXCHANGE AND 
COMMODITY MARKETS 

THE PROVINCIAL EXCHANGES 
There are twenty-two Stock Exchanges m the large towns of the 
Umted Kingdom, those outside London bemg affihated in a body 
known as the Associated Stock Exchanges Securities in many 
local compames are dealt m on the provincial markets, and some 
of the provincial Exchanges are especially noted for their active 
market m certam types of share associated with local industry 
A network of private telephone lines hnka the provmcial Exchanges 
with each other and, of course, with London, so that any of the 
thousands of securities traded on the London Stock Exchange 
can also be dealt m on the provincial Exchanges Stockbroking 
facihties are available to the investor livmg in a town with no 
Stock Exchange of its own, through the operations of the Provmcial 
Brokers’ Stock Exchange, which has members in a further one 
hundred and forty towns in the British Isles and its headquarters 
m York. Would-be mvestors can usually be put in touch with a 
broker by a sohcitor or can leave it to their bank to arrange for 
their transactions. 

THE LONDON STOCK EXCHANGE — A BRIEF HISTORY 
AND CONSTITUTION 

Foremost among the Stock Exchanges of Britain is, of course, 
the London Stock Exchange Like so many successful British 
insUtutions whose efficiency and integrity we now take for 
granted, ‘the’ Stock Exchange was born m obscurity and nurtured 
in crisis Dealmg m stocks and shares developed m the last 
quarter of the seventeenth century following the expansion of the 
overseas trading compames, the less obvious growth of Bntish 
mdustry, and the regularization of government borrowmg under 
Wilham HI. There were no rules, and the risks were high Over- 
optimism and over-extended speculation, combined with the 
inevitable scope for sharp practice, soon brought the first crisis 
when the ‘South Sea Bubble’ burst m 1720. In the tram of the 
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rum caused by this tragic fantasy followed the first clumsy 
improvements in company law and the strengthemng of the credit 
status of the government, without which the Stock Exchange could 
never have reached its present respectability Further storms, 
however, had still to be weathered. The development of Britain’s 
mdustrial economy in the mneteenth century proceeded by a 
series of onrushes, like the railway boom of the eighteen-forties 
and the advance into the hazardous fields of overseas finance, many 
of which brought similar excesses of speculation and subsequent 
collapse The growth of banking and finance houses was subject 
to its own fevers In the second half of the century, however, the 
force of these recurrent outbreaks gradually subsided, and m 1878 
the Royal Commission appointed to inquire into the operations of 
the Stock Exchange was able to reach a generally favourable if not 
unqualified verdict The Commission acknowledged the mtegrity of 
the bulk of the Exchange’s members and the sense of responsibility 
of Its govermng body, and could not support the view that the 
Stock Exchange encouraged, let alone produced, speculation 

By 1878 many changes had occurred In 1773 the stockbrokers 
and stock jobbers who formerly crowded out the coffee-houses of 
‘ Change Alley’, off Cornhill, decided to set up a building opposite 
the site of the present ‘House’, and the Stock Exchange had 
arnved as a formal if still colourful orgamzation Outgrowing this 
accommodation, the Stock Exchange moved in 1802 to a new 
buildmg on its present site in Capel Court, its constitution reshaped 
in a deed of settlement from which its present orgamzation and 
rules have developed, the last major reconstruction of its constitu- 
tion tabng place just after the last war 

Although the Stock Exchange possesses a share capital it is 
legally an umncorporated body estabhshed under a deed of settle- 
ment and operatmg in accordance with its own constitution. 
While they must naturally comply with the general legal framework, 
members of the Stock Exchange do not have to be registered 
with the Board of Trade under the Prevention of Fraud (In- 
vestments) Act, and the Stock Exchange is not subj'ect to any 
detailed code of government regulations, having put its own house 
m order 

Smce 1945 the Stock Exchange has been controlled by a single 
govermng body, the Council of the Stock Exchange The Council 
IS elected by the members of the Stock Exchange and has full 



300 the economic background to investment 

authority over all aspects of its operations The establishment of 
the Council in 1945 ended the system of dual control whereby 
a Committee for General Purposes had authority over the Stock 
Exchange as a market and the trustees and managers ran it as a 
business Two years later a further change removed any trace of 
the possibility that the element of profit-making in the payment 
of dividends on the share capital of the Stock Exchange would 
conflict with Its wider responsibilities, by convertmg the 20,000 
shares of ^36 each mto shares of only is each, carrymg voting 
rights but no claim to dividends 

Every effort is made by the Stock Exchange to recruit its 
members only from persons of personal and financial integrity, 
but without narrowing its limits to that of an exclusive inward- 
looking society Membership may be obtained by a man without 
approved Stock Exchange experience by acquirmg a nommation 
vice a retiring or deceased member. Since nominations are 
scarce they command a price as high as £2,000 in 1937 and as low 
as ,£45 in 1948 He must also find three members to act as surety 
to the extent of £500 each for four years and pay an entrance fee 
of 1,000 gumeas and an annual subscription of 105 guineas. Even 
if he can meet these financial requirements he has still to secure 
a three-quarters majority vote of approval by the Stock Exchange 
Council and, like all members, has to be re-elected annually. 

A more common and less expensive road to membership of the 
Stock Exchange is that open to any employee of a Stock Exchange 
firm of brokers or jobbers who has been allowed to work on the 
‘floor’ of the ‘House’ for four years, getting quotations and 
carrymg messages as an ‘unauthorized’ clerk or actually deahng as 
an ‘authorized’ clerk He must still acquire a nommation and 
pay the full annual subscription, but need find only two members 
to stand surety and pay only half the maximum entrance fee. 
In practice part of the cash will often be provided by his employers 
The third and cheapest route is also the longest. Clerks with 
four years’ experience m the ‘House’ may become members 
without acquirmg a nommation if they join a special waiting-list 


BROKERS AND JOBBERS 

In March 1958 membership of the Stock Exchange numbered 
3,432, grouped into 434 firms, each of which is a partnership or, 
m a handful of cases, an unlimited-liabihty company Of these. 
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316 were stockbroking firms and the remainder jobbers The dis- 
tmction between brokers and jobbers is one in which the London 
Stock Exchange is unique ’ Only stockbrokers deal direct with the 
pubhc , if an investor wishes to buy or sell securities it is the broker 
with whom he must get m touch The broker will then execute his 
order by a transaction with a jobber 

Stockbrokers can thus be described as intermediaries in a 
market that is ‘ made ’ by the dealings of jobbers, but this would not 
be strictly accurate, in that it is the broker and not his chent from 
whom the jobber will expect settlement in due course, it is up to 
the broker to collect the cash or the shares from his client. Stock- 
brokers obtain their income from the commission chargeable on 
the purchases and sales of securities they make on behalf of their 
clients, and a mimmum scale of commissions for different types 
of security and for transactions of different amounts is prescribed 
by the Stock Exchange Council The skill they can brmg to bear 
m order to obtain the best terms for their clients and the mvest- 
ment advice they can offer will help to determine the success of 
brokers in their own field. 

The jobber stands ready to buy or sell stocks and shares, 
dealing only with brokers or other jobbers His income is obtamed 
from the jobbers’ ‘turn’, that is the spread between the price at 
which he stands prepared to buy a particular stock and that at 
which he will sell If he quotes a price of 48^ -48r. td for the 
ordmary shares of a company, for example, this means that he is 
prepared to buy at 48f and sell at 485 6d If he commits himself 
to buymg, say, 1,000 shares at a price of 48i , he must be able 
to provide the broker with title to the shares by the time of settle- 
ment day He can meet his commitment in a number of ways. 
He may be able to draw on his own holdmgs of the shares , in the 
case of securities m which there is an active market this would not 
be the jobber’s usual source of stock unless he had been taking a 
deliberate view of the future course of share prices. Usually the 
jobber will hope to provide the necessary stock by ‘marrying’ the 
transaction with one already made m the opposite direction, or 
will hope to attract marginal sellers by slightly adjusting his prices, 
thus drawing out the transaction that will ‘balance his book’, that 
IS leave him with no net liability in either direction In the last 
resort the jobber may turn to oAer jobbers m order to purchase 
the stock he has agreed to supply 
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Certain jobbers specialize m certain types of security, such as 
government securities, or oil shares, or steel shares, and the 
existence of keen competition normally keeps the prices quoted 
by one jobber closely m line with those ‘made’ by others When 
a jobber is asked for a quotation by a broker or his clerk, he does 
not know whether he is bemg approached as a buyer or seller, and 
his skill lies m so judging the state of the market that he can meet 
his commitments at prices that leave him with a profit on his 
turn A jobber may always keep his books in balance, or he may 
take a definite view and ‘take on’ stock, if he thinks prices are 
going to rise, or commit himself as a net seller if he believes he 
can ‘cover’ later on by acquiring stock at a significantly lower 
price 

If a jobber finds the tide of the market runmng too strongly 
for him m one direction he will raise his prices if he is obliged to 
choke off demand and lower them if he wishes to attract buyers 
At times of acute uncertainty, when the situation is such that 
either strong buymg or strong selling pressure may suddenly 
emerge, the jobber will attempt to protect himself by widemng 
the spread between his buying and selling prices Furthermore, 
m normal times the size of the spread or jobbers’ turn on different 
stocks will depend on how active a market they command 
Transactions m securities that are being bought and sold at 
frequent intervals will make it much easier for the jobber to 
balance his books than those m which dealings occur only in- 
frequently Thus the jobber’s turn is smallest in the field of 
government securities and largest in the case of the shares of a 
small company in which deahngs are rare 

An efficient market is one in which prices do not react violently 
to small variations m the pressure of demand or supply If this 
condition is met, potential buyers and sellers will have the as- 
surance of bemg able to deal at prices close to those previously 
quoted , the market will not be unduly constricted by uncertamty 
as to the hour-to-hour, or day-to-day, course of prices, and 
potential buyers or sellers need not fear that their own mtervention 
in the market will turn prices against themselves A narrow market 
on the other hand, with prices fluctuating violently and with a 
broad spread between buymg and sellmg prices, is obviously 
mimical to the holding of securities and ultimately imfavourable 
to mdustnal finance 
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The advantage of having the London Stock Exchange’s separa- 
Uon between broker and jobber is that it enables the latter not 
only to specialize in knowledge but to devote all his capital to the 
business of ‘making a market’, to holding stock and thus cushion- 
ing a fall in prices when demand declines and subsequently 
braking the rise when demand recovers But the ability of jobbers 
to act as shock-absorbers is thought now to be restricted by a 
shortage of finance due to high taxation Jobbers are prevented 
by the rules of the Stock Exchange from turnmg themselves into 
hmited compames and raising outside capital, and the imposition 
of a high rate of surtax on their income may tend to deter them 
from runmng the risk of keeping their book unbalanced As a 
result, occasions have in post-war years become regrettably 
frequent when a small shift in supply or demand, or a sudden 
wave of sheer uncertainty as to the immediate future, has been 
enough to cause marked fluctuations in prices or a sharp mcrease 
in the spread of prices from which even government securities 
have not been immune ® 

Jobbers are able to supplement their own financial resources by 
borrowing from the banks, but this source of funds is liable at 
times to become constricted when the banks feel obhged to cut 
down their lendmg They also borrow money on short notice 
from certam financial concerns known as money-brokers, who 
in turn obtain the bulk of their funds by borrowing at slightly 
lower rates of interest from institutional mvestors and from large 
busmess firms with a temporary surplus of cash But this supply 
of finance, too, is likely to dry up when money is short 

STAMP DUTY 

Deeds or certificates tiansferrmg securities from one holder to 
another must, with certam exceptions, bear an Inland Revenue 
stamp duty of 2 per cent, related to the money involved m the 
transfer and payable by the purchaser The chief exceptions are 
Umted Kingdom and Commonwealth government and municipal 
securities, allotment letters on new issues, bearer securities, and 
American and Canadian securities passing merely by endorsement , 
other securities bought and sold for the same settlement day 
are also exempt 



304 THE ECONOMIC BACKGROUND TO INVESTMENT 


THE MECHANICS OF TRANSACTIONS 

Dealings m United Kingdom and Commonwealth government 
and municipal securities are ‘for cash’, which m practice means 
that settlement must be completed on the followmg business day 
Transactions m other securities are governed by the timing of the 
Stock Exchange ‘Accounts’ within the year. With the exception 
of the three-week accounts spanmng public holidays, these run 
for fourteen days, openmg on Monday and closing on Friday. 
Business transacted within the account is for settlement on what 
IS known as account or settlement day, which is the Tuesday but 
one following the end of the account The intervenmg business 
days allow the brokers and jobbers to carry out the work involved 
m settlement, and form part of the next account If securities are 
bought and sold within the same account no stamp duty is payable, 
and broker’s commission is usually charged only on the imtial 
transaction. In this respect dealing ‘for the account’ offers more 
scope for speculation than longer-term transactions, on which 
expenses are higher ® 

To soften the concentration of purchases or sales that might be 
occasioned by the openmg of a new account, dealmg for ‘new 
time’ IS allowed This refers to the last two busmess days of one 
account, if a broker is instructed to buy shares on any of these 
two days ‘for new time’, settlement will not be due on the next 
account day but on the one after that, that is on the account 
day followmg the coming account Purchases for new time 
are not charged with stamp duty, but share pnces quoted for 
these transactions are shghtly less favourable to the buyer or 
seller 

When an order is placed with a stockbroker he will send his 
client a contract note immediately on completmg the ‘bargam’, 
showing details of the transaction and its expenses, which include 
m addition to stamp duty and commission the cost of the contract 
stamp aflixed to the contract note and the registration fee payable 
to the company whose securities are bemg bought for registermg 
the stock in the name of the new owner Both contract stamp and 
registration fee are small costs, and the latter, like the 2 per cent 
stamp duty, is not payable on a purchase that is reversed withm 
the same account, for no transfer deed is then prepared The 
contract note will also show the date for settlement, by which 
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payment must be made or the transfer certificate or other 
document of title to the stock delivered 

These transactions are cleared through the settlmg-room of the 
Stock Exchange, after the buyer’s name and address has been 
‘passed’ on a name-ticket by the broker to the jobber, so that at 
the other end the deed of transfer can be prepared by the broker 
of the seller. As the jobber may have bought the stock concerned 
from another jobber, the name-ticker may pass through several 
jobbers before the other end of the chain is reached The selhng 
broker must obtam his client’s share certificates or other docu- 
ments of title, after first preparing the deed of transfer, which 
must be sent to the seller for signature. The selling broker will 
pass the completed transfer deed together with the appropriate 
stock certificate or bearmg a ‘certification’ that the certificate has 
been deposited with the Share and Loan Department of the Stock 
Exchange, The latter will be required, for example, when two or 
more transfer deeds to separate buyers have to be prepared agamst 
one share certificate The transfer deed (or deeds) must then be 
sent to the purchaser for signature before bemg lodged with the 
registrar of the company concerned and a stock certificate thereby 
obtained by the purchaser. 

Although the seller must dehver the transfer deed or other 
document of title by settlement day, m practice considerable delay 
may be involved The seller may be ill or on hohday, or the 
signatures of several joint sellers or buyers may be required on the 
transfer deed, as m the case of trustees or executors , the mechamsm 
of the Stock Exchange cannot operate more quickly than its 
clients. Payment by the purchaser is nevertheless due on settle- 
ment day, unless special arrangements are made with his broker, 
but delay in dehvery of the transfer deed cannot be made 
grounds for repudiating the contract. 

The London Stock Exchange publishes a Daily Official List, 
with the full authority of the Stock Exchange Council Besides 
contaimng mformation on mdividual securities, such as interest 
or dividends paid, the Official List sets out the prices at which 
transactions are recorded under a system whereby brokers and 
jobbers provide clerks of the ‘House’ with a note of the prices at 
which business is transacted This system is not compulsory, but 
It IS thought that normally the majority of transactions are re- 
corded by members For each price at which dealmgs take place 
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only one ‘mark’ occurs in the Official List, and there is no way of 
telling how many bargains were transacted at that price or what 
volume of securities changed hands at any one price recorded 

EX-DIVIDEND 

Shortly before a dividend payment is due a company will ‘ close’ 
Its register of shareholders in order to prepare dividend warrants 
in the names registered at that moment Foi the time being;, 
therefore, transfers cannot be registered, and if a shareholder was 
on the register at the time of closure the company would pay the 
dividend to him even if he were to sell his shares after the com- 
pany’s register had been closed To prevent confusion as to the 
right to dividends, a Stock Exchange rule requires securities to be 
quoted ‘ex-dividend’ usually on the first business day of the 
account in which the register of the company is closed Before 
this the share is quoted ‘cum-dividend’ The ex-dmdend price 
will be lower than the last cum-dividend quotation, if market 
conditions do not change, approximately by the amount of dividend 
due less income-tax at the standard rate. 

If a security is bought cum-dividend (or cum-mterest in the 
case of a debenture or government security) the dividend belongs 
to the buyer , if it is purchased ex-dividend the seller has the right 
to the payment If a share goes ex-dividend shortly after purchase 
but before enough time has elapsed for the transfer to be registered, 
the brokers concerned have the duty of ensurmg that the dividend 
payment is passed from the seller to the buyer 

CONTANGO DEALING 

If a stock IS purchased in the belief that its price is going to 
appreciate in a short space of time the buyer may hope to resell 
the stock withm the same account If successful, he will have made 
a profit without having to put up any purchase money and will 
have saved the expense of stamp duty and biokerage on the resale 
If, on the other hand, the account closes without the expected 
increase in price, the buyer may still adhere to his view but may 
not be able to take up his stock He may, on the other hand, be 
able to ‘carry over’ his operation mto the next account if his 
broker can find someone else, usually a jobber, to pay for the 
stock and hold it through the next account For this the buyer 
will have to pay interest at a rate dependmg on market conditions 
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Similar carry-over facilities may be available in the case of 
someone who has sold stock that he may not yet have bought, in 
the hope of closing his operation by purchasing the stock within 
the same account at a price lower than that at which he has 
contracted to sell it If the price of the stock has not yet fallen 
by the end of the account the seller may be able to carry over 
mto the following account if his broker can find someone to deliver 
the stock to the purchaser on his behalf 

Usually the seller will receive interest on the operation, for he 
will have relieved someone else of the necessity for paymg for 
stock for the time being If, on the other hand, there are more 
sellers wanting to ‘borrow’ stock for continuation dealings than 
there are buyers wantmg to ‘borrow’ money, the sellers may have 
to pay mterest for the service In this case the interest payment 
IS known as ‘backwardation’ 

Whether continuation facihties can be arranged at all will 
obviously depend on the state of the market in the stock involved 
in the operation They are generally difficult to obtam when 
pressure in the market is all ‘one-way’, and even in more normal 
times they can usually be effected only in securities in which 
dealmgs are frequent Some brokers do not arrange continuation 
facihties at all 


THE ROLE OF SPECULATION 

It IS clear that in this outline of continuation dealings we have 
been introduced to speculative transactions It is not easy to 
define ‘speculation’ to cover all the many shades of meaning with 
which the word is endowed in practice The man who buys a 
share that he hopes to sell at a profit within the same or following 
account and thus avoid payment — ^the ‘bull’ of Stock Exchange 
jargon — is obviously speculating, so is the man who sells for the 
account stock that he has not yet bought — ^this is the action of the 
‘bear’. Account dealing is a clear example of speculation But 
what of the man who purchases shares m the belief that their 
price IS going to appreciate over, say, the next six months ? If 
his view proves correct, shall we call him a speculator if he ‘takes 
his profit’ and resells, but merely an investor if he does not ? 
Which course seems the more profitable to him will depend on the 
market outlook when the time comes Similarly, what of the man 
who sells his shares in the belief that their price is about to faU ? 
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The desire to protect oneself against loss clearly does not deserve 
criticism, but are we to call the seller a speculator if he repurchases 
the same shares after their price has fallen but not if he buys some 
other stock ? In this situation agam, the most profitable policy 
will depend on the market outlook 

Thus, although in practice the word ‘speculation’ is generally 
used to refer to those transactions where the buyer or seller hopes 
to reverse his action within some short space of time, the term has 
no precise application except m one class of operations, for initial 
intentions are apt to be modified by the course of actual events, 
and securities purchased with an eye to resale withm, say, three 
months may have to be held for very much longer The special 
category where the term ‘speculation’ has a clear meaning com- 
prises those transactions based on borrowed money or on bor- 
rowed stock, m which the buyer or seller must reverse his operation 
in order to meet his commitments. 

Speculation, whether used in this narrow sense of the word or 
extended to embrace all transactions where purchases or sales are 
made m the hope of a capital profit that is intended to be realized 
m the not too istant future, is often a term of opprobrium. But 
it cannot be too strongly emphasized that a stock market com- 
pletely free from speculation would be one in which prices 
fluctuated erratically. There can be no assurance that so-called 
non-speculative purchases and sales would offset one another, and 
prices would react sharply from day to day. It is the speculator 
who can act as a shock-absorber in a free market, taking on stock 
when a sudden bout of selhng causes what he beheves to be a 
merely temporary depression of prices, and selling when demand 
sends up prices to levels that he considers unrealistic The useful 
role of speculation can be seen most clearly in the action of the 
jobber, who is a ‘technical’ day-to-day speculator, but his task 
IS eased if speculation by other operators has a similar cushiomng 
effect. 

Speculation acts most successfully to damp down major 
fluctuations in prices when speculators have m their mmd a 
picture of a long-term or ‘normal’ level of prices, deviations from 
which they expect to be temporary It is true that speculation 
may also be the cause of fluctuations m share prices, for speculators 
may react to a fall m share prices by selhng securities m the belief 
that the fall is likely to contmue owmg to impending sales by other 



THE STOCK EXCHANGE 309 

investors , and similarly they may act so as to extend a rise In 
these cases the actions of forward-looking operators will advance 
movements m security prices, but in their absence similar changes 
in prices might still have occurred, but at a later stage It is also 
true that m a market in which speculation is based on guessing 
the actions of other speculators share prices are hkely to follow 
the curious rhythms common m the market for ordinary shares 
Whatever inconvemences are inflicted by speculation on the long- 
term mvestor are part of the cost of having a free and active 
market ; m the last resort they are part of the price that must be 
paid for a free economy Attempts have been made to reduce the 
scope for short-term speculation , during the war settlement on the 
Stock Exchange had to be made within five days, and continuation 
facilities were theoretically withdrawn. But when Stock Exchange 
activity revived after the war the disadvantages of these restrictions 
were soon realized Option dealmg was forbidden by the Council 
in 1939 In 1958, however, members of the Stock Exchange 
voted for its restoration Option deahng provides facihties for 
buying an option to sell or buy shares, usually described as ‘put’ 
or ‘call’ options, at a fixed price by a certain date, if the option is 
not exercised, only the cost of the option need be discharged 
Generally speaking, the action of ‘professional’ or ‘semi- 
professional’ speculators is much less likely to cause violent 
fluctuations in share prices than the marked swings of hope and 
fear by which the enthusiastic amateur 13 periodically overcome. 
The most important danger hes in the possibility that speculation 
may get out of hand through too-easy resort to borrowed money, 
when purchases can be financed on ‘margm’, that is when the 
shares bought form the security for the loan by which their 
purchase is financed In this situation not only might share 
prices rise to excessively high levels, but any subsequent collapse 
nught be particularly violent, because the fall in the market value 
of the securities standmg as collateral would force speculators 
deahng ‘on margm’ to sell other secunties as well in order to 
repay their loans The immediate cause of the collapse in share 
prices itself might well be a sudden restriction m the supply 
of loans to speculators In the USA, where such operations 
greatly aggravated the 1929 stock-market boom and ensuing 
collapse, margin dealing is subject to strict government regulation, 
and in Britain the rules of the Stock Exchange limit that form of 
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dealing possible on borrowed money through the system of fort- 
mghtly accounts and continuation facilities Beyond this the 
supply of bank credit to speculators is subject to the influence of 
the government’s credit pohcy, and the extent of margin dealing 
has been small since the war 

SPECULATION AND COMMODITY MARKETS 
The role of speculation on the Stock Exchange has its parallel 
in the part it plays m the organized commodity markets, to which 
an introduction can therefore usefully be effected at this point 
Commodity markets have grown up in the City of London over 
the centuries for products of many kinds, and each is subject to its 
own rules of operation Some work by auction ; others by private 
dealing Those where speculation takes its most interestmg and its 
most intricate form are the Terminal Markets, where tradmg takes 
place in futures These are contracts for delivery at some time in the 
future at a price fixed now, the bulk of the payment not being due 
until delivery, which is usually from three to twelve months ahead, 
with three months’ forward transactions being the moat common 
Futures markets are only possible in the case of commodities 
of easily identifiable grades ; and futures contracts, although made 
m terms of a smgle grade, can generally be satisfied by the dehvery 
of one of a number of specified grades, the price payable on delivery 
being adjusted according to a schedule drawn up by the market 
authorities The rules of each market also stipulate the immmum 
quantities for which futures can be bought or sold and the standard 
places and times of delivery In London, futures markets exist 
for copper, lead, zinc, tm, rubber, cocoa, wool, sugar, maize, 
and barley, before the war and the introduction of exchange 
control over payments m dollars, wheat would have been included 
in the list The famous cotton exchange is to be found in Liver- 
pool, and in Dundee there is an organized market in jute 
Futures markets have developed in response to the need to 
minimize the risk attached to price fluctuations The period of 
time over which this risk must be ‘ covered’ may arise m a number 
of ways An importer may seek cover for the period between 
purchase overseas and sale m the United Kingdom, and a farmer 
may want an assured price for his crop due to be harvested several 
months ahead. The processor of raw materials may seek protection 
against a fall in the price of his stock of raw material because it will 
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cause the market price of his product to fall as well , or he may 
have committed himself to future production without having yet 
purchased his raw materials, so that m this case he will need 
cover against a rise in his raw-material costs. In agricultural 
commodities production is concentrated at harvest-time, whereas 
consumer demand is generally spread over the whole year, so that 
someone has to hold stocks after the harvest 

In the orgamzed commodity exchanges there are therefore two 
related markets — the 'spot’ market (alternatively called the ‘cash’ 
market), where purchases and sales are for immediate delivery, 
and the futures market, in which forward contracts are transacted. 
Through the adjustment of spot and forward prices dealers, 
merchants and manufacturers can choose between spot and 
forward transactions according to their needs, their assessment of 
future prices and their willingness to undertake the risk of an 
adverse movement of prices 

To hold a commodity mvolves certain costs — storage, insurance 
and mterest — so that as a rule forward prices stand above spot 
prices, for someone with supplies to hand will only sell forward 
rather than spot if the forward price is sufficiently above the spot 
price to compensate for these expenses. The existence of a 
forward price that is abnormally high m relation to the spot price 
can be taken to mean that a sufficient number of operators are 
expectmg a rise in the spot price due, for example, to a poor 
harvest, so that merchants will have bought forward to meet their 
commitments rather than wait and buy spot, speculators will have 
bought forward m the hope of sellmg spot at a price sufficient to 
discharge their forward purchase and yield a profit Spot prices 
can rise in relation to forward prices, on the other hand, when 
there is a temporary scarcity of spot supplies 

Buyers and sellers can either take the risk of an adverse move- 
ment of prices or ‘hedge’ by combining opposite spot and forward 
transactions The merchant or processor who buys spot can 
cover the risk of a fall m the price of his stock before he sells, by 
combining his spot purchases with a forward sale of the same 
amount When he comes to sell spot he will close his operations 
by buymg back his futures contract.’" If prices in the spot and 

* He will close his commitment to sell forward m this way, because in most 
cases the ‘spot’ stock will be sold m the ordinary course of business and so 
will not be available to meet the forward contract when it matures 
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forward markets have moved m the same direction and to the 
same degree, any loss or profit on his spot transactions will be 
exactly offset by a profit or loss on his futures contracts In 
practice, while spot and forward prices generally move m the 
same direction, they may not change by the same amount, so that 
the hedge may not be perfect. But the risk of adverse price move- 
ments will generally be reduced sufficiently for short-term business 
operations to proceed on a more assured basis and for bankers and 
others to provide finance agamst the security of the commodity 
m question 

The counterpart to a commercial spot or forward sale or 
purchase may be another commercial transaction The forward 
sale by an importer seeking an assured price for goods due to 
arrive in three months’ time may be matched by the forward 
purchase of a manufacturer who is seebng a firm raw-material 
pnce on which to base his production programme But no market 
can eliminate the existence of risk for its buyers and sellers as a 
whole, it can only transfer it, from those unwilling to bear it, 
and thus prepared to pay to be free of it, to those ready to stand 
It, at a price ‘Commercial’ transactions are therefore only a part 
of the operation of a futures market, in the last resort it is the 
speculator who stands the risk that the merchant or manufacturer 
is unwdlmg to bear and who broadens the market so that day-by- 
day transactions can be accommodated without violent price 
fluctuations 

If speculators are correct their operations have the effect of 
dampmg down price fluctuations, as long as their action is not 
based on the belief that a recent movement in one direction will 
contmue If they take the view, for example, that the coming 
crop is going to be a poor one they will buy forward, in the hope 
of sellmg spot when the time comes at a pnce high enough to 
show a profit A rise m the forward price of sufficient magmtude 
will make those holding stocks more reluctant to sell spot, so that 
spot prices also tend to rise The result will therefore be to 
dimmish immediate consumption and for stocks to be carried 
forward to the period of scarcity, checking the rise m spot prices 
when this emerges Seasonal fluctuations can also be absorbed m 
this manner Of course, if the speculators are wrong the con- 
sequence of their action -will be to aggravate price fluctuations , 
in the above example the increase m the carry-over of stocks would 
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cause a severe fall in prices should the new crop turn out to be 
unexpectedly large But the usefulness of the specialist speculator 
turns on the reasonable assumption that his skill at forecasting 
will be gi eater than that of the manufacturer or merchant whose 
mam concern lies elsewhere The specialization made possible 
by the existence of organized produce markets also extends to the 
existence of commodity brokers, who, as in the Stock Exchange, 
act as skilled intermediaries and advisers. 

Futures markets have been hindered since the war by factors from 
which pre-war markets were relatively free Government attempts 
to influence commodity prices, in the USA, for example, 
by means of various controls supported by stockpihng, have 
tended to cause periods of price rigidity to be punctuated by 
spells of highly unstable prices During the former ‘hedging’ has 
been less necessary , during the latter it has been more expensive 
than would otherwise have been the case Speculators are 
generally less willing to take risks when the market is dominated 
by relatively arbitrary government action, and when large surplus 
stocks are known to exist forward prices may stand below spot 
prices. This ‘backwardation’ in prices will make it costly for a 
trader or manufacturer to cover a spot purchase by means of a 
forward sale 
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CHAPTER 25 

INTRODUCTION TO PUBLIC FINANCE 

GOVERNMENT EXPENDITURE 
Some Baste Objectives 

While we continue to argue about their application there is a wide 
measure of agreement about the broad principles governing the 
proper objectives of government expenditure Nearly two 
hundred years ago the ‘duties of the sovereign’ were classified by 
Adam Srmth* in terms that would now command even more 
general assent than they received m his own day The first duty 
of the State, he said, is to defend society from ‘the violence and 
mvasion of other independent societies’ The second is that of 
‘protecting, as far as possible, every member of the society from 
the injustice or oppression of every other member of it’. The 
third has a remarkably modern ring about it it is that of ‘ erecting 
and maintainmg certain public works and certam public institu- 
tions, which can never be for the interest of any mdividual, or 
small number of mdividuals to erect and maintain, because the 
profit could never repay the expense to any individual or small 
number of mdividuals, though it may frequently do much more 
than repay it to a great society’ 

Adam Smith had m mind the provision of things like lighthouses 
and dramage, the cost of which could not be recouped by charging 
a price for their benefits as m a normal trading venture, or where 
the benefits to society as a whole extended beyond the limits of 
those who were prepared to pay for them What we have come 
to regard as basic services, such as education, street lighting, 
dramage, parks and roads, fall for the most part m this category , 
but m some cases, such as toll roads, the expense can be charged 
directly to those who use them Adam Smith’s third duty has in 
the course of time come to be interpreted with increasing liberality 
as the role of the State has grown The State now undertakes 
expenditure that we believe it can perform at less cost than private 


■ Adam Smith, The Wealth of Nations, Book IV, Chapter IX 
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agencies because of the econonues obtainable from large-scale 
operation; the telephone and telegraph services are examples 
Of much greater significance, hovs^ever, is the fact that considera- 
tions of economy have come to be merged in the much more 
complex problem of the State’s responsibihty for ensuring equity 
or ‘social justice’ It is the behef that the State can at least 
mitigate what is regarded as the hardship and social injustice 
arising from the gross inequality of wealth that, more than any 
other smgle factor, has been the cause of the great increase in 
government civil expenditure in the twentieth century The social 
services now occupy the central place m what has come to be 
known as the ‘Welfare State’ 

The attempt of the State to provide, through National Insurance, 
the National Health Service and other amenities, some measure of 
social security is directed towards three objectives of modern 
public finance First, to secure equity. Secondly, to meet a need 
with economy, in the belief that such services can be provided most 
efficiently by the State Thirdly, to mcrease national productivity, 
for the hope that the social services will enhance the prosperity of 
the nation as a whole by encouragmg effort and improving indus- 
trial relations is another of the causes of their extension 
To these three objectives must be added a fourth — economic 
stability — ^that has more recently been accepted as one of the 
paramount aims of public finance The Budget has ceased to be a 
simple matter of makmg the Exchequer’s ends meet now that the 
State has undertaken the ultimate responsibility for maintaimng 
economic stabihty, that is for ensuring full employment, conserving 
our reserves of foreign exchange, and preventing an intolerable 
rise m prices 

Withm these broad terms government expenditure has come to 
be apphed to a variety of purposes that are focal points of pohtical 
controversy. As the government has such powers of conferrmg 
fiscal benefits and penalties on certain groups within the com- 
munity, it IS not surprising that pubhc finance has become an 
important, if not the mam, battlefield of domestic pohtical 
dissention 

The Growth of Central Government Expenditure 
That the growth of the role of the State, for good or evil, 
has been the most important feature of the economic and political 
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development of the twentieth century is now a trite observation 
In 1890, for example, the current expenditure of the central 
government and local authorities was not more than 10 per cent 
of the national income With the spread of the social services this 
proportion had reached 15 per cent by the outbreak of the First 
World War, but durmg the war itself no less than three-quarters 
of the nation’s total expenditure was made by the State In the 
1930’s the contmued growth of the social services brought the 
proportion of State spending to about one-third, and after the 
Second World War, in which the figure reached four-fifths, public 
current expenditure, excluding that of the nationalized corpora- 
tions, has settled down at nearly two-fifths of the national 
income 

Durmg the past two generations the centre of gravity of public 
expenditure has shifted more and more to the central government 
as the growing social services have been unified Nominally, 
however, the National Insurance Funds, although administered 
by one of the central government departments, are outside the 
finance of the central Exchequer itself, except in so far as they 
receive Exchequer grants or contribute towards the cost of the 
National Health Service Other parts of the social services are 
direct charges on the Exchequer, and one result of the growth of 
the Welfare State is that only part — about one-half — of the current 
expenditure of the central government, excluding the so-called 
‘extra-budgetary’ National Insurance Funds, consists of payments 
made in return for the receipt of goods and services The remain- 
der consists of what are sometimes described as transfer payments 
and include subsidies, grants made to persons and the local 
authorities, and interest paid on loans contracted by the Exchequer, 
that is on the national debt The proportion of the nation’s output 
of current goods and services used by the government itself has 
grown from about one-seventh in 1936 to about one-fifth m 
recent years , transfer pa)mients have grown even faster. The lion’s 
share of current expenditure is taken by defence, which at 
one-third m 1958 compared with 15 per cent before rearmament 
began in the 1930’s and about two-fifths of a very much smaller 
figure before the First World War 

The capital outlays of the central government include expen- 
diture on the acquisition of fixed assets for the Post Ofl&ce and 
other government departments and on stocks of materials held 



320 THE ECONOMIC BACKGROUND TO INVESTMENT 

by the various Ministries, loans made to local authorities and 
public corporations , and the repayment of debts incurred by the 
Exchequer in the past If we include the sterling that the autho- 
rities may have to provide as the counterpart of an mciease in our 
reserves of gold and foreign currency, the total capital disburse- 
ments of the central government can be said to have fluctuated 
between £600 million and £1,000 million per annum m recent 
years Only a small part of this, about £200 million per annum, 
will normally be direct expenditure on physical assets 


THE CLASSIFICATION OF CENTRAL GOVERNMENT 
EXPENDITURE AND REVENUE 

The classification that is generally accepted as that most 
relevant to the impact of government finance on the economy 
distinguishes between its direct use of real resources and its 
transfer payments and divides current from capital outlays This 
IS the classification presented in the official National ^Jncome 
statistics, but It 13 not the way in which government expenditure 
IS grouped in the Financial Statement and similar financial sum- 
maries of the Exchequer’s operations that have been developed as 
part of the government’s accountability to Parliament In these 
the distinction is made between ‘above-the-line’ and ‘ below- the- 
line’ expenditure, the latter consisting of items that may be 
financed by borrowing, such as grants and loans made to local 
authorities, pubhc corporations and overseas governments. This 
IS only a poor approximation to the distinction between current 
and capital outlays 

Corresponding to above- and below-the-line expenditures are 
above- and below-the-hne revenues Above-the-line revenue 
consists mainly of taxes; receipts below the hne arise largely 
through the repayment of loans to the Exchequer and also include 
‘mterest outside the Budget’ The latter is a bookkeepmg entry 
occasioned by the application of receipts from the operation of 
various statutory funds and is balanced by an identical item on 
the opposite side of the account 

The Financial Statement and annual Finance Accounts also 
isolate those above-the-hne items that constitute what is 
described as Ordinary Revenue and Expenditure These make up 
the bulk of the account above the Ime, what is not Ordinary 
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Revenue or Expenditure above the Ime is Self-Balancing Revenue 
or Expenditure, of which the most important example is to be 
found in the receipts and payments of the Post Office 


THE SOCIAL SERVICES AND THE NATIONAL 
INSURANCE FUNDS 

Social security is not the dispensation of the State alone, life- 
assurance, private pension and private medical insurance schemes, 
to say nothing of the voluntary orgamzations that were the 
pioneers of most of the social services, are an integral part of the 
commumty’s defences against hardship and insecurity The State 
first intervened to supplement private action, but in many ways 
the role of the State and that of private bodies has been reversed 
over the past two generations 

There is no room here to trace the growing field of State social 
services from the Poor Law Act of 1601 and the quickening of 
State activity in the Factory, Education and Public Health Acts of 
the nineteenth century to the comprehensive system that is their 
object today Two generations ago about nine-tenths of govern- 
ment social service expenditure was directed at education and the 
relief of the destitute, but this proportion has now fallen to about 
one-quarter or one-third The relief of poverty began to be 
extended beyond the field of pauperism with the assistance for 
industrial injuries provided under the Workmen’s Compensation 
Act of 1897, this more positive approach to the prevention 
rather than the relief of poverty took an important step forward 
m the Liberal reforms of the early years of this century The shift 
of responsibility for the provision of the social services from the 
varied and often unavoidably inadequate standards of the local 
authorities to the central government, together with the change 
in their underlying philosophy from the relief of acute hardship 
to the attainment of some minimum standard for all, can be 
traced to the Minority Report of the Poor Law Commission of 
1909. Many recommendations of this Report were put into 
effect by the legislation of the Liberal government of 1906-11 
Pensions date from the Old Age Pensions Act of 1908, and the 
National Health and Unemployment Insurance Schemes were 
commenced on a limited scale with the National Insurance Act 
of 1911 
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Since 1911 progress has been made in all branches of the social 
services Their general framework was erected by a number of 
Acts embodying the desire for a comprehensive nationwide system 
that found its full expression in the stimulus to State action given 
by the war The mam lines of present educational policy were set 
by the Education Act of 1944, and the aim of social security ‘from 
cradle to grave’ was the inspiration of the post-war legislation 
that implemented many of the proposals made in the Report of 
the Interdepartmental Committees on Social Insurance and Allied 
Services of 1942 (the Beveridge Report) Their basic philosophy, 
to quote an official pamphlet,* is that ‘every cbld or citizen of 
Britain whatever the circumstances of his birth shall be assured 
freedom from want and insecurity, and equal opportunities in 
regard to health, education and employment’. 

The mam problems encountered along this road have changed 
with the alteration in economic conditions The development of 
educational policy has been relatively steady, but the chief 
question facing the social services before the war was the rehef 
of hardship caused by heavy unemployment, which put a great 
stram on local authority finance until legislation in 1934 first 
transferred the greater part of the financial responsibility to the 
central government With the attainment of full employment this 
has become a mmor question, and the most important problems 
that have emerged from the post-war legislation have been the 
cost of the health services and of the State pension scheme 

The cost of the social services, like government expenditure as 
a whole, consists of two elements expenditure mcurred in the 
purchase of goods and services, and the provision of money grants 
to persons The first constitutes a direct charge on the country’s 
real resources , the other mvolves the transfer or redistribution of 
income from one person to another Total current expenditure 
on the social services m 1957 was divided almost equally into 
these two classes The problem facing policy, m frammg the size 
and nature of benefits, has been to limit the ‘real’ cost of the social 
services to what the commumty can afford in view of the other 
competmg claims upon its resources and, broadly speabng, to 
maintain the burden of transfer payments at levels that are regarded 
as equitable and tolerable as between those who make them and 
those who receive them 

• Social Services tn Britain (H M S O . London. iq‘?6^ 
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The Actuarial Contnbutwn and Capital Deficiency 

The 1946 National Insurance Act followed the principle 
established by the Act of 1911 and the Contributory Pensions Act 
of 1925 in prescribing rates of contribution based on an 'actuarial 
contnbution’ This is the weekly amount that would have to be 
paid by or on behalf of an insured person m order to provide, on 
average, for the cost of the benefits to which he and his dependants 
would become entitled The Exchequer meets part of this m the 
form of supplements of fixed amounts to the weekly contributions 
of employer and employee The hability of the Exchequer, how- 
ever, is not limited to this The actuarial contribution relates to a 
person entering the scheme at the initial age of sixteen, but every 
time the level of benefits is raised — ^usually because of a rise in 
pnces — and rates of contnbution are revised on the principle of 
the actuarial contribution, a 'capital deficiency’ is created in 
respect of existing beneficiaries and contributors; this capital 
deficiency exists m the sense that discounted future contributions 
and mterest fall short of discounted future benefits There has 
also been a capital deficiency in the case of every person brought 
into the scheme over the age of sixteen. In fact, the retirement 
contributions paid by or on behalf of a man who retired at sixty-five 
m 1957 after having been a contributor since the inception of the 
contributory scheme in 1926, if mterest at 3 per cent had been 
earned, would have represented less than one-tenth of the pension 
payable to him and his wife 

The Problem of Solvency 

In private pension schemes which aun at actuarial solvency 
this problem is met by one or both of two methods The capital 
deficiency is financed by special payments into the pension fund 
by the employer, or correspondingly high contributions have to 
be paid by those m respect of whom the capital deficiency is 
incurred In an actuarially solvent scheme a fiind is estabhshed 
which can meet all future liabilities with the aid of interest and 
the future contributions of existmg members The National 
Insurance Scheme is not actuarially ‘funded’ in this way, and its 
deficiency eventually emerges m the form of an excess of expendi- 
ture over normal income, including mterest and the normal 
Exchequer supplement ; this excess will have to be met by special 
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payments from the Exchequer or by an increase in the contribu- 
tion rate 

About three-quarters of the benefits paid under the National 
Insurance Scheme are retirement pensions, and it is in regard to 
these that the mam capital deficiency will emerge as the number 
of pensioners mcreases m relation to the working population The 
1946 National Insurance Act went beyond the Beveridge Report 
m not postpomng the operation of a comprehensive scheme until 
part of the capital deficiency could be met by the accumulation of 
sufficient funds, and benefits have had to be mcreased several 
tunes since the Act came mto force m 1948, because of rismg 
prices The report by the Government Actuary on the first 
Quinquenmal Review of the scheme in 1954 estimated that the 
capital deficiency already incurred would emerge in the form of 
an excess of expenditure over income, at current contribution 
rates, of ^364 million m 1979-80 If contributions were not 
increased, the Exchequer would have to provide a total of £434 
imlhon, including the normal supplement As a result of improve- 
ments in benefits necessitated by the rise in pnces the Government 
Actuary subsequently estimated, in 1957, that this future charge 
on the Exchequer had been mcreased to million 

This deficiency will have to be met out of general taxation or 
by an increase in contributions m relation to current benefits , in 
both cases the liability will fall on the workmg population In the 
‘real’ sense, of course, the goods and services bought by the 
pensions of the retired can only, for the overwhelming part, 
be provided by theur workmg contemporaries, for we cannot m 
our workmg hfe store the food, clothmg and services we shall 
consume when we retire It might appear, therefore, that the fact 
that the retired are, in real terras, an unavoidable charge on the 
working population reduces the question of how the National 
Insurance Scheme is to be financed to the order of a minor 
financial techmcality 

The Function of 'Funding' 

This IS a short-sighted view of the function of ‘funding’, that 
is of creating a fund whose capital value is related to the present 
discounted value of future net liabilities For in the process of 
bmldmg up a fund, saving is performed that enables real invest- 
ment to be mcreased and thus makes possible an increase in the 
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future output of goods and services that would not otherwise have 
occurred, so lightening the real burden of future pensions This 
real ‘backing’ to an actuarial fund is the means whereby the 
promise of future pensions is transformed into performance 
without placing an unfair weight upon the next working genera- 
tion, and It IS not lightly to be dismissed Private pension schemes 
play a part in putting more tools into the hands of the next working 
generation, but the saving performed by the National Insurance 
Funds — their current surplus — ^had dropped from £169 million 
in 1950 to million in 1957 

This implied criticism of the National Insurance Scheme should 
not be interpreted to mean that existing beneficiaries should never 
have their benefits increased if prices rise For the very object of 
the scheme is to relieve hardship incurred through no fault of its 
members, and such a harsh judgement would be doubly unjust 
in that beneficiaries may have paid their fair share of contributions 
in real terms even though in money values a rise in benefit rates 
made necessary through a rise m prices will have set up a money 
deficiency on their behalf Neither should the advantage attnbuted 
here to ‘funding’ imply that a capital deficiency that is set up in 
the National Insurance Scheme requires an immediate increase in 
the Exchequer supplement financed by taxation or in contribu- 
tions, irrespective of the impact on government finance as a whole 
When excessive unemployment exists, it is economically undesir- 
able to levy the sharp increase in taxation or in contributions that 
might be required to maintain actuarial solvency, unless, as will 
usually be the case, compensating reductions in taxation can be 
made in other directions 

Furthermore, the true incidence of National Insurance contribu- 
tions, in real terms, may not fall entirely on those legally liable , 
and It 18 not clear just how much extra real saving by the com- 
mumty as a whole occurs when the National Insurance Funds 
show a current surplus For an increase in employers’ contribu- 
tions, in falling upon all employers, may be met out of higher 
prices, and this may also be the result when an increase in the rate 
of employees’ contributions leads to a successful claim for higher 
wages and salaries In these cases it is not contributors but those 
members of the community whose incomes do not keep pace with 
prices who are obliged to reduce their real consumption and 
provide real ‘backing’ to the National Insurance Fund, and these 



326 THE ECONOMIC BACKGROUND TO INVESTMENT 

less fortunate people may to a large extent consist of the retired 
themselves Alternatively, an increase in contributions may be 
paid partly at the expense of existing business or personal savmg 
and so may not make possible an increase m real investment at all 
Nevertheless, even if these qualifications are given full weight, 
a scheme that aims at lightemng the burden of future working 
generations must at least attempt to perform an adequate level of 
saving, the basic argument against merging the finance of the 
National Insurance Scheme in the operations of the Exchequer 
as a whole is perhaps that, politically, the hope that governments 
will mamtain a large surplus of current revenue over expenditure 
for any length of time is unrealistic unless the scheme has at least 
a nominal autonomy Those who are even more pessimistic about 
the ability of governments to restnct their expenditure, or promises 
of future expenditure, may, however, argue that the existence of 
any current surplus, even in a fund with a formal autonomy, is 
bound to tempt the government to raise benefits to the point at 
which, even though the current surplus is not immediately extin- 
guished, a large capital deficiency is created, causing a corres- 
ponding current deficit to emerge in the future 
Finally, there is the important question of the assets in which a 
State fund is to be invested The existmg National Insurance 
Funds are invested only in government and government- 
guaranteed securities and other forms of loans to the government 
In 1957 the Labour Party proposed the establishment of a new 
Superannuation Scheme, on a partially funded basis, the assets 
of which would mclude private industrial securities, especially 
ordinary shares To those who view with concern the formation 
of a State fund that might dominate the private capital market and 
so prevent its operation as a free and flexible institution, recourse 
to an unfunded scheme may appear as the lesser of evils However, 
It is by no means essential that a funded scheme of State pensions 
should invest m private securities in order to make possible the 
increase in real investment that must be its real object. 

TAXATION — SOME GENERAL QUESTIONS 
Ideally, m general terms that amount to tautology, taxes 
intended to raise a given revenue should be levied so as to cause 
the mimmum of disturbance to the aggregate satisfaction enjoyed 
by the commumty out of its net income This criterion has three 
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important aspects that can also be stated broadly but briefly 
First, the marginal pound of tax burden borne by any individual 
should be no more painful, in terms of satisfaction forgone, than 
that paid by any other Secondly, a tax should disturb freedom 
of consumers’ choice between different goods and services as little 
as possible Thirdly, it should not distort a man’s choice between 
work and leisure Add to these the requirement that taxes should 
be impartial as between individual citizens in identical circum- 
stances, and so easy to calculate and collect and clear in their 
application, and we have a collection of rules few of which can 
be viewed as absolute in the modern economy A hundred, even 
fifty, years ago, when the total revenue that had to be raised was 
comparatively light, and when fiscal policy was not directed to a 
multiplicity of social and economic ends, this prescription might 
have been more helpful to the Chancellor of the Exchequer 

'Ability to Pay' 

In broad outlme, however, their influence can be discerned, if 
only m the manner in which the announcement of a new tax is 
assessed by economists, financial journalists and all others who 
are called upon to pronounce if not to pay In the first place, 
‘ability to pay’ has long been one of the canons of British taxation 
and the way in which the first of our rules has been interpreted. 
Even in its early history after its introduction in 1799, income tax, 
although levied basically at one standard rate proportional to 
mcome, was charged at a reduced rate on low incomes and was 
subject to a total-exemption limit 

Towards the end of the nineteenth century ‘ability to pay’ 
came to be interpreted with much more sophistication It was m 
1894 that the prmciple of progressive taxation was first applied 
with any formality, to the death duties recast by Sir William 
Harcourt, and m 1909 the principle was extended in the shape of 
the super-tax, later renamed surtax. A progressive tax is one 
where the proportionate rate of tax increases as we move up the 
scale of income or wealth, its opposite is said to be regressive 
The progressive prmciple is usually justified by the postulate that 
the sacrifice of satisfaction entailed in the loss of a marginal pound 
of mcome or wealth is smaller the ncher the taxpayer This 
question has already been referred to "" 

• See page 105 
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Direct and Indirect Taxes 

Traditionally the distinction has been drawn between direct and 
indirect taxes The former are those where the collecting authorities 
are in direct contact with the taxpayer, a rough-and-ready descrip- 
tion that has to be modified to take into account Pay-As-You- 
Earn and other tax payments at source Indirect taxes are those 
which are legally payable to the authorities by the retailer, whole- 
saler, or manufacturer In the latter case, however, the effective 
incidence, as we shall see, may fall on the final consumer and not 
on the trader legally responsible for making the payment. Direct 
taxes include income tax, surtax, profits tax, local rates and 
motor-vehicle duties , among the mam indirect taxes are Customs 
and Excise duties, including purchase tax 

Taxes on Income and Outlay 

A more useful distmction is that between taxes on income (and 
capital) and those levied on the purchase, hire or use of goods 
and services, the latter can be described as outlay or sales taxes. 
A man is subject to a certain measure of income tax dependmg on 
his income, but his payment of outlay taxes is a matter of choice, 
depending on the pattern and the level of his consumption. This 
distinction is not far removed from the traditional dividing hne, 
except that motor-vehicle duties and local rates (the latter being 
levied, broadly speaking, on the consumption of house room) are 
outlay taxes 

For many years taxes on income were generally regarded as 
being potentially progressive, and outlay taxes, once the revenue 
to be raised had approached the formidable total that the modern 
Chancellor must find, as tending towards the regressive. The 
former were therefore favoured by those who emphasized the 
equity of progressive taxation Until the war, at least, the case 
for taxes on income (or capital) rather than on outlay was further 
strengthened by the argument that the former allowed the tax- 
payer full freedom of choice in his spending, whereas outlay 
taxes lead consumers to alter the pattern of their expenditure 
Discriminatory outlay taxes open a gap between the relative 
satisfaction received by consumers from different goods and 
services and their relative costs to the commumty If outlay taxes 
are at low levels this may not be serious, but in order to keep 
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the weight of indirect taxation off the shoulders of the poor, food 
and clothing have borne httle or no tax while a limited number of 
commodities have been subject to very high rates since the war. 


The Incidence of Outlay Taxes 

The effect of an outlay tax on prices will depend on the condi- 
tions of demand and supply in the industry concerned If the 
demand for the produce of a competitive mdustry is elastic, the 
pnce of the commodity will not be raised by the full extent of the 
tax, part of which will therefore fall on the producers’ profits 
High-cost firms, or those in a better position to transfer to other 
lines, will reduce their output of the taxed article 

If the supply of the good is very elastic, on the other hand, as 
will be the case where producers can easily switch to making other 
goods, busmessmen will only continue to make the same quantity 
of the taxed article if they can pass on the whole of the tax to the 
consumer by raising prices , but their ability to do so will depend 
on the elasticity of demand for their goods Except in the extreme 
cases of completely inelastic demand or supply, in which the tax 
will be fully absorbed by consumer or producer respectively, the 
imposition of an outlay tax will cause some increase m price and 
some reduction m sales, output and profits Given the supply 
conditions, the rise m price will be smaller and the fall in profits 
more the greater is the elasticity of demand Given the demand 
conditions, the rise in pnce will be smaller and the fall m profits 
greater the less elastic the supply 

The economic as distinct from the legal incidence of the tax 
will thus depend on market conditions, and so will the tax revenue 
raised For where demand or supply are elastic the greater will 
tend to be the reduction in sales and output and the smaller will 
be the total tax receipts secured by a tax of a certain level From 
the point of view of the Exchequer, the article most suitable for 
taxation, when the object is to raise revenue, is one where demand 
or supply is very inelastic, so that production and sales are not 
affected, and one which forms a large part of total consumers’ 
expenditure without bearing too harshly on the poor, so that the 
rate of tax need not be high For many years the tax on tobacco 
seemed to come close to this ideal position Where the object of 
an outlay tax is to check consumption, on the other hand, it will 
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be achieved at a moderate rate of tax only if demand or supply is 
sufficiently elastic 

An assessment of the incidence of an outlay tax is difficult to 
make m the case of goods used in a wide variety of industries 
Furthermore, this sort of analysis is really applicable only to taxes 
on goods and services that form a small part of total consumers’ 
expenditure For when outlay taxes are sufficiently high or 
widespread and so affect the retail price-level as a whole, they may 
ultimately be passed on to consumers in their entirety, or very 
nearly so, if consumers are able to obtam a nse m wages and 
salaries sufficient to compensate for the rise m prices caused by the 
outlay taxes themselves In this situation the imposition of outlay 
taxes will result m a multiple mcrease m prices, the real burden 
of which will be borne by those sections of the commumty whose 
incomes do not keep pace This is a very bald statement of what 
in practice is likely to prove a complicated sequence of events 

Outlay Taxes as Checks to Consumption 

Outlay taxes may be imposed to check the sale of certain goods 
rather than to raise revenue, the duties on imported goods are 
examples of fairly long standing More recently, purchase tax has 
come to be used to restrict the demand for certam consumer 
durable goods, such as motor-cars. The intention of the govern- 
ment in the latter case has been to divert sales away from the 
home market to exports and to restrict the use of materials m 
particularly short supply, such as steel No single criterion can 
be applied to these problems, the question of import duties is a 
matter of foreign-trade policy as well as of public finance in the 
narrower sense, and certain restrictive taxes, including perhaps 
the tax on alcoholic drinks, may be said to serve some generally 
accepted social end The discriminatory taxes levied in order to 
stimulate exports or conserve particular scarce resources are 
bound to be the subject of greater controversy, for they act against 
the prmciple of freedom of consumers’ choice and, when their 
coverage has been extended to household and other goods not the 
monopoly of the nch, may seem to have no clear foundation in 
eqmty 

From the point of view of the Exchequer, discriminatory 
outlay taxes have the advantage that they can be concentrated on 
goods for which demand tends to rise faster than consumption 
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as a whole , from the point of view' of the trader and the consumer, 
they are subject to the disadvantage not only of interfering with 
freedom of choice but of being liable to sudden and drastic 
changes because of the administrative ease w'lth which these can 
be made In economically less advanced countries, and in those 
where income tax evasion is more seiious than it is in Britain, 
outlay taxes on a small number of goods, especially imported 
goods, often make up the bulk of tax revenue, owing to the greater 
facility with which they can be assessed and collected 

THE DISADVANTAGES OF HIGH TAXES ON INCOME 
Traditionally the distortion of consumer choice caused by 
outlay taxes has been one of the reasons for regarding taxes on 
income as superior fiscal instruments More recently, this view 
has come to be modified as a result of the high level at which 
income tax and surtax have been maintained since the war 
Three disadvantages of high rates of income tax and surtax can 
be discerned First, there is the probability that a high rate of 
mcome tax will reduce private saving, in Victorian times this was 
one of the main reasons for the slow development of the use of 
income tax With this can be combined the cnticism that the 
heavy taxation of the rich will militate against the purchase of more 
risky investments in particular and so inhibit enterprise Secondly, 
the maintenance of income tax and surtax at high rates inevitably 
leads, if not to illicit evasion, to a diversion of effort in an attempt 
by people to arrange their affairs so as to avoid tax, for example by 
the excessive use of expense accounts and untaxed emoluments 
and by the quest for tax-free capital gains Thirdly, high rates of 
mcome tax may distort the choice between work and leisure 
This may occur if the mmginal rate of tax, that is the proportion 
of an extra pound of income that is paid m tax, is high, for m this 
case the effect may be to make the marginal pound of gross income 
seem hardly worth working for A high aveiage rate of tax, on 
the other hand, may have the opposite effect, by making a man 
feel that it is all the more necessary to earn an extra pound of 
mcome, even though part of it will be taken m tax But it seems 
to have become generally accepted that the marginal rates of 
mcome tax and surtax on high mcomes constitute an important 
deterrent to extra effort During the war the operation of P A Y.E 
m causing weekly fluctuations m the tax liabilities of skdled factory 
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Operatives according to the number of hours worked or the 
amount of piece-work performed was thought to have had a 
similar eifect on overtime and to have been responsible for 
absenteeism, but the increase in allowances at the lower income 
levels, With a consequent reduction of the marginal rate of tax, 
has since reduced the effect of the Pay-As-You-Earn system on 
weekly wage-earners 

Since the war, when the choice between work and leisure 
became a national as well as a personal question, the incidence of 
income tax and surtax on the exercise of professional and 
managerial skills has become the subject of some concern Various 
alternatives to the heavy weight of direct taxation have been 
suggested, but have been open to cnticism either because of the 
difficulty of adimmstermg them or because they act against the 
principle of progressive taxation Generally speaking, however, some 
swmg of opimon can be discerned towards taxes on expenditure 
rather than on income, m the hope of stimulating both effort and 
saving. 

A GENERAL SALES TAX 

One possible alternative to discriminatory outlay taxes bearing 
heavily on certain goods would be a general sales tax, imposed 
at a umform rate over as wide a range of goods and services as 
possible If the tax were collected from retailers this would prevent 
the possibility of any ‘pyramiding’ that might occur if the tax 
were levied at the manufacturing or wholesale level and included 
in the cost on which profit margins were based at subsequent 
levels of purchase It would also avoid the problems caused by 
claims for relief from the tax by firms makmg goods for export 
But one obvious difficulty of a general sales tax collected from the 
multiplicity of retail outlets would be that of admmistration 
Another is that a uniform sales tax would be regressive; the 
proportion of mcome consumed tends to move inversely with 
income after a certain point For this reason it has sometimes 
been suggested that foodstuffs and perhaps clothing should be 
excluded from the operation of a umform sales tax 

However, if a uniform tax were substituted for the present 
structure of discriminatory outlay taxes, it is doubtful whether 
their impact on the poorer sections of the community as a whole 
would be much more severe, because of the weight of taxes on 
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beer and tobacco already borne by the working class These 
greatly reduce the redistribution of real income that would other- 
wise be brought about by the incidence of mcome tax and surtax, 
the high rates of purchase tax on ‘luxuries’, and the operation of 
the social services However, it is of little value to discuss the 
effect of public finance on broad economic groups designated by 
income or wealth in a situation such as that which has existed 
smce the war, in which important differences in tax payments 
and m the receipt of social service benefits exist as between 
mdmdual members of the same mcome group, according to their 
consumption habits, their access to tax-free emoluments and 
gams, and their receipt of subsidized goods and services such as 
housmg 

AN EXPENDITURE TAX 

Another possible alternative to both penal rates of income tax 
and the present system of discriminatory outlay taxes, but one 
that could be designed to preserve the progressive principle, is 
the expenditure tax. This would operate m gradations similar to 
those applied to the progressive scale of mcome tax and surtax, 
but would be levied on consumers’ expenditure The latter 
would have to be calculated from returns made by each individual 
to the authorities showing his income and other receipts and 
his capital assets held at the beginnmg and end of each fiscal 
year The idea of a tax on expenditure rather than on mcome, and 
designed to stimulate saving, is a clear hundred years old, but 
m recent years it has received support from those who believe 
that the standard by which economic inequality is to be assessed 
IS inequality of consumption rather than of mcome or wealth 
The supporters of an expenditure tax argue that ‘it is only by 
spendmg, not by earning or savmg, that an individual imposes a 
burden on the rest of the commumty m attammg his own ends ’ * 

This point of view has an obvious attraction m an economy in 
which a high level of savmg is regarded as nationally desirable, 
but the expenditure tax has yet to receive widespread support as a 
practical proposition The difficulty of administering a tax on 
expenditure remams its clearest drawback, in view of the com- 
plexity of the returns that would have to be filed and the possibi- 
lities of evasion , the transitional stage, for example, imght require 
* N Kaldor, An Expenditure Tax (George Allen & Unwin Ltd ) 
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the withdrawal of all existing bank-notes to prevent people from 
building up secret cash hoards m anticipation of the mtroduction 
of the tax 

It IS not clear whether an expenditure tax would create greater 
equality of consumption and stimulate saving to a very much 
greater extent than the present system of taxation The advantages 
of having access to untaxed allowances such as expense accounts 
would continue ; the stimulus to savmg would be blunted by the 
heavy tax that would have to be paid when savings are finally 
spent or become subject to death duties. Neither is it clear that an 
expenditure tax would remove the deterrent to nsk-takmg if the 
fruits of enterprise could not be spent without bearmg tax 

TAXES ON CAPITAL 

Death Duties 

The case for death duties is largely political they are necessary 
if inequahty of opportunity is to be minuiuzed Their economic 
utility IS small, in that they do not result m the restriction of 
consumption and therefore cannot be used to check excessive 
spending m times of inflation They may even deter a man from 
saving and accumulating capital dunng his lifetime, a possibihty 
that will depend on the rates at which death duties are levied 
Those who believe that estate duties are a deterrent to savmg but 
agree that gross mequahty of inherited wealth is incompatible with 
equality of opportimity contend that for the estate duty should 
be substituted a legacy duty, which could be levied at progressive 
rates, but varying with the size of mdividual bequests, so that 
there would be an incentive to mimmize total hability to duty 
by dividing one’s estate between a large number of legatees 

Capital Levies 

A capital levy is a tax on wealth usually declared as a ‘once 
and for all’ tax This is because the prospect of a succession of 
capital levies would cause people to reduce their future liabihty 
to tax by dissaving heavily 

Usually the economic object of a capital levy is to mop up part 
of the existmg stock of money when this is regarded as a cause 
of inflation through bemg excessive in relation to the nation’s 
output of goods and services. In the Umted Kingdom a small 
capital levy — the ‘special levy’ — ^was made m 1948, and a wide- 
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spread capital levy was involved m the substitution of a nev^ 
currency in Germany and elsewhere after the war Whether a 
capital levy will achieve its object of reducing the stock of money 
and checkmg expenditure will depend very much on whether it is 
really accepted by taxpayers as a non-recurrent measure A 
capital levy that is not part of a general currency reform also runs 
the risk of tempting people to exchange domestic for foreign 
assets, and the outflow of capital may put pressure on the rate of 
exchange and thereby on the price-level The sale of capital 
assets that may be necessary to secure funds for meeting the levy 
may disrupt the market for securities and real property unless 
taxpayers can be tided over by means of bank credit, hvA any such 
assistance would be mconsistent with the levy’s object of reducing 
the quantity of money 

A Capital Gams Tax 

A capital gams tax, on the other hand, is a continuing tax A 
capital gam arises when an asset is sold at a price greater than its 
cost of acquisition At present capital gams are taxable only when 
they come within the legal concept of ‘income’ The latter is 
interpreted by the Income Tax Acts as arising when property has 
been committed to a trade or to an ‘adventure or concern m the 
nature of trade’ and is then realized in the course of trading 
operations A capital gam that arises from the realization of 
property not so committed is not income, and so is not subject 
to tax A capital gam from a trading venture will be taxable even 
though It may not be the general Ime of business of a trader and 
is a completely isolated act At the other extreme. Stock Exchange 
gams accruing to ordinary persons are not taxable 

The case for a capital gams tax (which operates in the U S A , 
for example) is usually based on three propositions The first is 
that the present definition of taxable income is held by its critics 
to fail to assess fully the ‘abihty to pay’ that can be said roughly 
to make up the foundation upon which the British tax structure 
rests The supporters of a capital gams tax pay particular attention 
to gains ansmg from transactions m securities, which, they argue, 
are indistinguishable from profits secured m the normal course of 
trade They contend that only the wealthy can protect themselves 
from rising prices through the purchase of ordinary shares and 
other forms of property whose market values tend to appreciate, 
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if not proportionately, as retail prices increase Secondly, the 
view may be expressed that as the existence of a high rate of income 
tax tends to reduce effort or to divert it towards transactions 
yielding tax-free capital gams, it would be economically more 
desirable to use the proceeds of a special capital gams tax to 
reduce the level of income tax Thirdly, some economists beheve 
that capital gams lead to excessive spendmg m times of boom 

The arguments against a capital gams tax can be listed with 
corresponding brevity First, supporters of the private-enterprise 
system generally hold the view that risk-taking is the essence of 
Its progress, and many of them contend that capital gams play a 
part as a reward for risk-bearmg that it would be economically 
undesirable to restnct Parallel with this attitude is the view that 
It IS desirable to stimulate the ownership of Stock Exchange 
securities over a wider field m order to give people a more direct 
stake m British industry and enlarge the supply of industrial 
finance, a capital gams tax might act against this Thirdly, 
realized gams, which are the only capital gams that would rank 
for tax, may bear no close connexion with personal expenditure or 
the redistribution of wealth involved when the pnces of certain 
forms of property increase Fourthly, some economists would not 
support the argument that capital gams are an important source 
of excessive spending, and many contend that the check to 
expendituie that its supporters look for in a capital gams tax 
could be achieved more directly, and with less adnaimstrative 
effort, by monetary and fiscal policy Fifthly, the year-to-year 
proceeds of a capital gams tax can hardly be forecast with accuracy 
Such a tax cannot therefore be used as a major instrument of 
budgetary pohcy to replace the more predictable yield of income 
tax and surtax 

To avoid being unfair, a tax on capital gams would require the 
allowance of capital losses to be offset against capital gams But 
the result would not be to hold the balance evenly as between 
capital gams and losses, for whereas a gam would be chargeable 
even if there were no realized loss, a loss would not be allowable 
except so far as there was a realized gam ; special provisions would 
be required to cover this case More generally, a capital gams tax 
would penalize the investor who showed a profit on the security 
or asset he realized but a loss on others he did not, as against a man 
in the opposite situation The reinvestment of a capital gam. 
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moreover, may not constitute a ‘profit’ in any true sense This is 
clear m the case of a man who has to pay a high price for a house 
after having sold his old house at the same high market value , a 
tax on the realized profit on the sale of the old house would amount 
to a tax on his real capital A similar problem arises m regard to 
a person who, after a fall in the rate of interest, takes a capital 
profit, he may be obliged to aecept a lower yield on his money 
and may therefore need to reinvest most of his gain to maintain 
the same nominal income 

To allow for these and other matters an equitable system of 
taxing capital gains would be administratively costly, and the net 
yield imght be low If high rates are imposed there will be a 
tendency for investors to minimize the weight of the tax, e g by 
delaying realization if reduced rates of tax, as in the USA, apply 
to long-term gams, and by marrymg gams with losses in any 
particular year of charge A capital gains tax would also reduce 
the yield of estate duty and perhaps that of the stamp duty at 
present levied on security transactions. Politically, it would 
probably be thought necessary to exempt realized profits on trans- 
actions m houses when purchase and resale take place outside 
some minimum period of time The Inland Revenue authorities 
suggested in their evidence to the Royal Commission on Taxation 
that the net long-term yield of a capital gains tax in this country 
would probably not exceed ^50 million a year even if all realiza- 
tions were treated as occasions for a charge to tax, including death, 
gifts and an owner-occupier’s sale of his house This estimate 
assumed that the charge would be at income-tax and surtax rates 
and that there would be no persistent inflation It was made 
before the marked rise in security prices between iqjz and 1955, 
but even if the net long-term yield turned out to be twice or three 
times this figure, it would still be very small by comparison with 
the £ 2,200 nulhon raised in income tax and surtax m 1957-8 

Finally, a capital gams tax might have the effect of narrowing 
the market m stock exchange securities, by deterring holders from 
realizing then profits 
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EXCHEQUER FINANCE AND THE 
NATIONAL DEBT 

It 13 useful to thmk of the Exchequer’s operations in two parts, 
those of Its current and its capital accounts, corresponding only 
approximately to the above- and below-the-hne categories adopted 
m the standard financial statements The capital accounts of the 
Exchequer will generally show a deficit, with capital outlays 
exceedmg the repayment of past loans made by the Exchequer 
But this deficit will not have to be met by borrowmg, to the extent 
that the Exchequer’s current account is in surplus, which can be 
applied to the feance of the deficit on capital account It is thus 
only the Exchequer’s overall deficit, if any, that will have to be 
financed by funds raised from extra-budgetary operations 
The Exchequer can finance an overall deficit through funds 
obtained from a current surplus in the National Insurance Scheme, 
through foreign exchange operations, or through borrowing from 
the public, the banks or the Bank of England 

NATIONAL INSURANCE FUNDS 
A surplus in the National Insurance Funds provides the 
Exchequer with finance The National Insurance Funds are 
invested by the National Debt Office under the authority of the 
National Debt Commissioners, a body appointed by statute to 
dispose of funds accruing for the reduction of the national debt 
The Commissioners include the Chancellor of the Exchequer 
and the Governor and Deputy Governor of the Bank of England, 
who form a quorum, but one which has not met since i860. 

The National Insurance Funds are invested by the National 
Debt Office, with the advice of the Ministry of National Insurance 
as to the purposes of the Funds, in securities deemed most suitable 
for these purposes, having regard to the need for the respective 
claims of liquidity and income The general direction of official 
monetary policy is followed by the National Debt Office in invest- 
ing these funds only if consistent with the purposes for which 
they were set up, so that they are not used to finance the Exchequer 
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deficit as a matter of course However, if suitable securities are 
on offer from the Exchequer they can be purchased for the 
National Insurance Funds The investment of various other trust 
funds undertaken by the National Debt Office is also subject to 
the same constraints, whereas the investment of the funds of the 
Post Office and Trustee Savings Banks, being guaranteed as to 
capital and income by the Exchequer, is not so restricted It is 
possible, however, that in practice the National Insurance and 
other trust funds may be used to purchase suitable securities from 
the ‘guaranteed’ funds, the proceeds of which can then be passed 
over to the Exchequer, unfortunately, little is known about the 
precise pohcy followed * 

FOREIGN EXCHANGE OPERATIONS 
The Exchequer obtams funds in sterhng through the country’s 
foreign exchange operations when the country’s central reserves 
of gold and foreign currency are run dovm through an excess of 
imports over exports or a net outflow on foreign capital account 
When, for example, a British trader imports goods from overseas 
and has to meet his bill in foreign currency he will have to pay the 
Bntish authorities for the latter in sterling, in the form of a deposit 
with a Umted Kingdom bank The process is similar if a British 
resident wishes to invest abroad or if foreigners decide to with- 
draw funds from this country held in the form of bank deposits 
An increase in our gold and dollar reserves, except that resulting 
from a foreign loan to the British government, requires the 
Exchequer to pay out an equivalent amount of sterlmg 

BORROWING FROM THE PUBLIC 
In the simplest case the government may borrow directly from 
the pubhc by selling existmg securities to the pubhc or by issuing 
new securities for pubhc subscription The latter can be divided 
into securities offered in a specific amount on a particular occasion 
and those, like National Savmgs Certificates, Defence Bonds and 
Tax Reserve Certificates, which can be purchased by the public 
at any time on stated terms The increase m Post Office savings 
deposits IS also a form of Exchequer borrowing from the pubhc , 

• This section is based on evidence given before the Committee of Public 
Accounts in 1954 (First, Second and Third Reports from the Committee of 
Public Accounts Session 1951-52 (H M S O .London, 1953), paras 5697-5831 ) 
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the assets of this institution are invested m government securities 
m the name of the National Debt Commissioners 

When the government’s spending is financed through borrowing 
from the public, the latter as a whole releases money m exchange 
for securities purchased from the Exchequer, but this money is 
returned to the pubhc as the government spends the proceeds of 
its loans, so that in the end the finance of the Exchequer’s deficit 
will have increased the security holdings of the public but will 
have left its total holding of money unchanged It is this 
important fact that distinguishes the economic effects of the 
finance of the Exchequer deficit through securities sold to the 
public from those of government spending financed by borrowmg 
from the banks and the Bank of England, 

BORROWING FROM THE BANKS 
Treasury Bills 

The mam channel through which the Exchequer borrows from 
the banks is by the issue of Treasury bills Each Friday the 
Treasury offers a stated amount of these securities for sale by 
tender Treasury bills have a life of 91 days* but carry no stated 
rate of interest; instead, would-be purchasers bid for a quantity 
of bills at the weekly tender at a discount, that is at a price below 
the redemption price of, say, £5,000, which is the smallest 
denomination that can be obtained at the tender Part of the 
week’s offer of Treasury bills may be allotted to the Bank of 
England acting on behalf of clients such as the central banks of 
other Commonwealth countries The rest of the week’s offer 
goes to the highest bidders 

At the weekly tender bids will be made by discount houses, 
overseas banks with branches m London, and Umted Kingdom 
banks tendermg on behalf of clients such as large industrial 
companies United Kingdom banks have not tendered directly 
for the Treasury bills they wish to hold since 1934, instead they 
purchase, or lend against. Treasury bills acquired in the first 
instance by the discount houses, but as the latter are essentially 
intermediaries dependent on bank finance, we can think of the 
major part of the bills acquired by the discount houses as loans 
made to the Exchequer by British banks 

• Since I9SS, 63-day bills have also been offered at certain tunes 
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The issue of bills through the weekly tender must be distin- 
guished from the sale of Treasury bills to government departments, 
including those made to the Bank of England on its own account 
These are usually described as ‘tap’ bills, and their rate of dis- 
count, if any, is not known 

An alternative method of borrowing from the banks is for the 
government to offer longer-term securities for sale, in the hope 
that their terms are sufEciently attractive for them to be purchased 
by the banks Although these alternatives differ in several respects 
as to their effect on the operations of the banks they have one 
important consequence in common When the Exchequer borrows 
money from the banks m order to finance its deficit, the spending 
of that money by government departments puts money into the 
hands of the public that was not there in the first instance 

BORROWING FROM THE BANK OF ENGLAND 
The only alternatives once open to a monarch or a government 
that could not meet expenditure by taxation or borrowing were to 
print more notes and, before the use of bank-notes, to debase the 
coinage, that is nunt more coins from a given quantity of gold or 
silver Both would increase the number of money units in circula- 
tion and raise the community’s spendable money income in 
relation to its real output, thus causing prices to rise Often this 
rise m prices would in turn enlarge the deficit of the spendthrift 
government, forcmg it to speed up the operations of the prmting- 
press, and so on The cumulative effect of such a process on the 
price-level could lead ultimately to a general financial crisis 
Nowadays the role of the printing-press has been replaced by 
that of a deposit with the central bank, acceptable to the com- 
mercial banks in discharge of the government’s debts In the 
modern monetary system the effect is similar If the government 
finances its spending by drawmg cheques on the central bank to pay 
wages and salaries, etc , the immediate consequence is to increase 
the deposits held by the public with the commercial banks when 
the public pay these cheques into their own accounts 

THE NATIONAL DEBT 

The Economic Role of Budget Deficits and Surpluses 
The Victorian prescription for economic health was to recom- 
mend the government to spend and borrow as little as possible 
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One reason why this has been discarded is that government 
expenditure may be necessary to cure unemployment Idle men 
and idle tools can be put to work if someone is prepared to pay 
for what they can but do not produce. The State can do just this , 
for It can place contracts for new roads and schools, and it can 
create a demand for goods and services at one remove, by paying 
higher social service benefits to people who in turn would use 
them to buy food and clothing But it follows that if this govern- 
ment expenditure is to cause a net increase in the flow of pur- 
chasing power. It should not, as a rule, be financed by taxation, 
for taxation generally depletes the income that the pubhc could 
otherwise spend on unemployed resources The government can 
spend m excess of its tax receipts and finance its deficit by bor- 
rowing from the banks or the Bank of England A Budget deficit 
IS also expansionist, if less so, if financed by loans raised from the 
public It IS true that this method merely takes money out of the 
pockets (or, more accurately, out of the bank accounts) of the 
public and puts the same amount back again, but the same 
pockets are not involved For most of the money used to subscribe 
to the issue of government securities would otherwise have been 
held idle, whereas in the hands of the Exchequer it will be used 
to purchase goods and services or, as transfer payments, passed 
to others who will do the spending 

Budget deficits (sometimes described as unbalanced Budgets or 
deficit spendmg) can therefore be powerful weapons against 
unemployment, and conversely Budget surpluses can play their 
part m preventing inflation 

Attitudes Towards the National Debt 
Budget deficits on capital account incurred in the acquisition 
by the State of real capital assets such as roads and buildings have 
usually been tolerated as a proper subject for borrowing, but it 
was once widely thought that Budget deficits on current account 
were undesirable just because they increased the national debt, 
that is the debt incurred by the Exchequer, for the national debt 
was m some way regarded as a measure of national insolvency 
It 18 true that government, or for that matter private, loans raised 
abroad, if considered apart from the uses to which they are put, 
place a real burden on the economy as a whole, for the com- 
munity has to set aside resources to provide exports that will earn 
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the foreign currency required for meeting mterest and capital 
liabilities But as far as the domestic debt is concerned, that is 
the overw’helming proportion of the debt which is contracted by 
the Exchequer with British citizens, this identification of national 
debt with national insolvency can be seen to be misplaced For 
this internal national debt merely represents the liability of one 
section of the community — the Exchequer — ^to another, to the 
banks and the public 

The anxiety felt by previous generations towards an increase 
in the national debt was due partly to the failure to appreciate 
that, in the event of unemployment. Budget deficits could lead 
to a rise in production and thus increase the real wealth of the 
community The growth of the national income along with the 
national debt would hold down the proportion of Exchequer 
revenue required to meet interest charges, and m years of boom 
a Budget surplus could be used to redeem debt incurred in the 
slump Nevertheless, although they are merely transfer payments, 
the interest charges on the national debt have to be met out of 
Exchequer receipts, and, if after a long succession of deficits 
mterest charges necessitate a high level of taxation, it is through 
the economic undesirability of high taxation that the main dis- 
advantages of a large national debt are felt 

There may, however, be some disadvantage in having too small 
a national debt, in that the existence of a sizeable stock of govern- 
ment securities, spread over a wide range of redemption dates, 
offers outlets for saving free from the risk of default and suitable 
for a variety of investors If the national debt is too small the 
development of an active capital market may be hindered 

The Growth of the National Debt 

The national debt of the United Kingdom can hardly be said 
to fall short of this requirement It was born as the twin of the 
Bank of England in the finance of the war of William III agamst 
France In 1 697 it totalled million, and since then its upwards 
bounds have been largely the result of war finance. The main 
alternative to heavy government borrowing m wartime is a level 
of outlay taxes so high as to cause an mtolerable rise in prices or 
rates of income tax so drastic as to cripple the working effort of 
the people Even m the lirmted wars before the twentieth century 
the difficulty of finding fresh taxable capacity made government 
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borrowing inevitable By the end of the war against Louis XIV 
in 1714 the national debt had more than doubled to ^£36 inilhon, 
and the Napoleonic w'ars a century later caused an even sharper 
rise from ;^240 million to ^£830 million. The Victorian policy of 
budgeting for a small surplus succeeded in reducing the debt 
over the following century, and at the end of 1914 its total was 
only £650 million, equivalent to about one-quarter of the national 
income 

With Its forimdable financial requirements the First World 
War involved a tenfold rise in the debt to almost ;£7,soo million 
at the end of 1919, and the Second took it from ^£8,000 milhon 
to ^22,500 milhon at the end of 1945 Nationalization and a series 
of overall Budget deficits have since carried the national debt to 
£27,000 million, equivalent to more than one-and-a-half times 
the national income 

Of this total, rather more than £2,000 million is payable in 
foreign currencies, representing mainly the loans received from 
the USA and Canada after the w’ar The remamder of the debt 
is described in the official accounts as ‘internal debt’, although 
part of it is owed to overseas holders 

Of the total of £27,000 million, about £3,800 million consists 
of the ‘funded’ debt, made up of those securities with no fixed 
redemption date; 2^ per cent Treasury Stock, for example, is 
redeemable ‘1975 or after’ Of the remaimng ‘unfunded’ debt 
of £23,000 imllion, the ‘floating’ debt amounted to £4,900 imllion 
at 31 March 1958, consisting of Treasury bills to the extent of 
£4,600 million, temporary Ways and Means advances made to 
the Exchequer by government departments, includmg, to a small 
extent, the Bank of England, constitute the rest of the floating 
debt 

The increase in the total debt has naturally been accompamed 
by a rise m its annual mterest cost, from £233 million m 1938 to 
approximately £750 million m 1957 But as a proportion of the 
national income this represents a fall from 4J to 4 per cent , as a 
proportion of government current revenue the fall has been even 
sharper — from 22 to 13 per cent — for government revenue has 
increased more than the national income. Rising prices and 
incomes help to hold down the burden of national debt mterest, 
but nsing interest rates mcrease the charge on new debt, includmg 
that created to redeem maturmg securities In this respect the 
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debt IS more vulnerable to high interest rates than in 1938, for a 
larger proportion consists of short-term debt The floating debt, 
for example, has risen from 12 to 18 per cent of the total (m 1958), 
and other debt that must be redeemed withm live years has 
increased in importance from i J per cent in 1938 to approximately 
18 per cent This change in the structure of the debt, as well as 
the increase m its size, has given the Exchequer an incentive to 
keep mterest rates low, despite the fact that part of the interest 
paid out by the Exchequer returns to it by way of income tax and 
surtax 



CHAPTER 27 

LOCAL GOVERNMENT FINANCE 

The traditional case for local rather than central government is 
that the needs and conditions of locahties vary and that the close 
contact between citizens and government deemed to exist m the 
local councils is a pohtical virtue The forces operating agamst 
local autonomy, on the other hand, have been the development of 
urban industrial society, the desire by Parliament to see certam 
services provided for on a mimmum or standard scale throughout 
the whole country, and the experience that social services can be 
centrally financed and admimstered provided that there is some 
decentralization of operation to bodies in touch with local needs 
In the twentieth century the rising tide of central government 
finance has reduced the relative importance of local authority 
expenditure Before the National Insurance Act of 1911 the 
expenditure of the local authorities amounted to just over half of 
all government spending With the diversion of the finance of 
the growing social services from local to central government and 
the loss to the nationalized corporations of local trading services 
such as gas and electricity, the share of current government 
expenditure undertaken by the local authorities fell from between 
one-third and two-fifths between the wars, varying mainly with 
the burden of unemployment rehef, to only one-srxth in 1957 
About two-fifths of local authority current expenditure m recent 
years has been devoted to education and one-third to basic and 
other local services, mcluding the pohce 

Inevitably these changes have been reflected m the finance of 
local authorities The obligation placed upon the local authorities 
by Parliament to undertake certam ‘onerous’ local services led to 
the provision of grants-in-aid by the Exchequer in the first half 
of the nmeteenth century, and these have been steadily mcreased 
as a proportion of local authority current receipts from about 
one-tenth at the beginmng of the twentieth century to nearly 
two-fifths just before the Second World War and just over two- 
fifths m more recent years This growmg dependence on Ex- 
chequer funds IS to be explained by the desire of Parhament for 
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min imum or standard services on a countrywide scale ‘ Specific’ 
Exchequer grants promote local authority spendmg on designated 
services, and ‘general’ grants are deemed to assist authorities 
with sub-average resources 

The local rate can be traced back to the twelfth century and 
became universal in England and Wales on the introduction of the 
Elizabethan Poor Law The local rate is a tax levied on each 
‘henditament’ of land and buildings upon it, in the form of an 
amount ‘in the pound’ of rateable value, the poundage varying 
from council to council Rateable values are traditionally intended 
to be equivalent, subject to certain deductions, to the yearly rent 
that would prevail in a free market if the tenant paid rates and 
taxes and the landlord the cost of insurance and repairs Since 
1929 agricultural land and buddings have been entirely exempt 
and mdustrial premises have been relieved of three-quarters of the 
liability for rates 

Local Rates as Instruments of Finance 

Rates provide roughly two-fifths of local authority current 
receipts The utility of the rate as an instrument of local authority 
finance hes in its locally defined mcidence and in the fact that the 
relative stability of rateable values protects the revenue against 
conditions of depressed trade, furthermore, the standard of 
rateable values was once held to approximate to the consumption 
of basic services by the occupiers of different properties. On the 
other hand, one disadvantage of the rate is that the very stabihty 
of rateable values means that receipts from rates do not increase 
automatically in times of rising incomes and prices, so that the 
improvement in the quality and the increase in the cost of local 
services from year to year has necessitated an almost continuous 
nse in rate poundage Local councils are pohtically highly 
sensitive to this disadvantage A second disadvantage is that it is 
doubtful whether services consumed now correspond closely to 
the relative scale of rateable values, in view of the varied nature of 
local authority expenditure Thirdly, rates tend to be regressive, 
especially as agamst large families; although their weight on the 
poor can be easdy exaggerated and should be regarded m the 
broad perspective of taxes and benefits as a whole Lastly, the 
mcidence of rates has been distorted by the insufficient frequency 
of changes m rating valuations and by the effect of rent control, as 
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well as by the relief given to industry and agriculture In many 
other countries local authorities levy income and outlay taxes to 
replace or supplement local rates 

Rating Valuations 

Until 1948 local authorities were responsible for fixing rateable 
values However, since 1929, when certain Exchequer grants came 
to be related to rateable value per head of population as the 
criterion of regional wealth, the disadvantages of varying and in- 
consistent valuing standards have become a national concern 
The Local Government Act of 1948 transferred the responsibility 
for valuation to the Inland Revenue authorities, and a new 
countrywide valuation, the first for over twenty years, was 
completed in 1956. For a number of reasons, especially the 
uneven impact of rent control, current market rents could not be 
used as the standard for domestic property, for which Parliament 
fixed instead the temporary but arbitrary standard of the 1939 
level of free market rents The valuation of 1961 is to revalue 
houses and flats on the basis of prevailmg market rents 

Apart from generally raismg rateable values the mam effect of 
the 1956 valuation was to reduce the share of residential property 
from 60 to 50 per cent of the total and to raise that of shops and 
commercial property Owing to complaints raised by shop- 
keepers and commercial interests the government agreed to give 
shops and commercial premises a 20 per cent relief 

Under the Rating and Valuation (Apportionment) Act of 1928 
industrial premises were derated to the extent of 75 per cent and 
agricultural property was completely derated, in order to mitigate 
the effects of the trade depression The prosperity enjoyed by 
industry and agriculture since the war has considerably weakened 
this justification for derating, and in 1957 the government an- 
nounced Its intention of raising the assessment of industrial 
premises from 25 to 50 per cent at some unspecified date To 
abolish the derating of mdustry altogether would add about £120 
million, or roughly one-fifth, to rateable values but would provide 
httle assistance to the rural authorities that are generally the most 
deficient in rating resources, and the Exchequer would lose part 
of the gam in taxation accruing to the authorities that did benefit, 
as rates count as an allowance against income tax payable by 
companies 
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Exchequer Grants 

Specific grants, which are given for designated services only, 
may be unit grants, such as fixed subsidies for each house built 
or for each child of school age, or percentage grants, in which 
an agreed proportion of local government expenditure on improved 
services is provided by the Exchequer, 50 per cent m the case of 
education, for example A third type of specific grant is the special 
grant paid from time to time for some particular purpose such as 
flood relief Specific grants account for over four-fifths of the 
assistance provided by the Exchequer to local revenues Specific 
grants were relatively most important before the introduction of 
the ‘block’ grant in 1929, when they amounted to nearly 95 per 
cent of all Exchequer grants, tlieir growth smce the beginning of 
the century being due to the expansion of services encouraged by 
the central government and to the fact that percentage grants are 
a powerful inducement for local authorities to undertake the 
services concerned However, the percentage grant suffers from 
the disadvantage that only the ncher authorities may be m a 
position to use it fully 

In 1929 the provision of general grants was extended m the 
form of the block grant (the National Exchequer Contribution) 
aimed mainly at compensating for the loss of revenue due to the 
derating of industrial property It was also mtended, if to a smaller 
exTent, to assist the poorer local authorities, these suffered a 
cumulative disadvantage in that their low rateable value per head 
of population necessitated a high poundage (particularly when 
their burden of unemployment or poor relief was relatively high) 
A high rate of poundage and inadequate local services in poor 
areas tended to drive away busmesses and individuals from these 
districts, depressing rateaWe values still further The block grant 
was not a great success as an equalizing instrument, but it was 
responsible for raising the share of the general grant m the 
following decade Since the war, on the other hand, the relative 
decline in the general grant has continued, being the counterpart 
of the rise of the specific grant on education necessitated by the 
expansion of the school population and the desire for higher 
education standards. In recent years, however, tins swing of the 
pendulum back to the specific grant has come in for some 
criticism on the grounds that percentage grants tend to make 
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local authorities extravagant and, in thereby necessitating close 
central government control, reduce still further the autonomy of 
local councils 

In 1948 the Local Government Act replaced the block grant by 
‘equalization’ grants These are paid to county and county 
borough councils m England and Wales if their rateable value 
per head of population, after certain adjustments, is less than the 
average, the adjustments being based on the number of children 
under fifteen and, in the case of county councils, on sparsity of 
population m relation to road mileage Equalization grants make 
no attempt to rob the richer authorities to pay the poor and are not 
mtended to equalize rate poundage. 

LOCAL AUTHORITY BORROWING 

In the post-war years the erection of houses for lettmg has 
accounted for the bulk — about three-fifths — of local authority 
capital expenditure, with schools takmg a further 15 per cent 
Only a very small part of the total has been financed by Exchequer 
capital grants The current surpluses of the local authorities 
themselves, mcludmg depreciation, seem to have covered about 
one-fifth of the total in recent years, compared with one-half in 
1938, so that the major element in the finance of local government 
capital outlays has had to take the form of borrowing 

Local authorities are empowered to raise loans, on the security 
of their local revenue as a whole, for certain items of capital 
expenditure, such as the acquisition of land and the erection of 
works and bmldings Before the war the main form of borrowmg 
was by the issue of long-term securities on the Stock Exchange. 
Authorities too small to resort to this channel borrowed from the 
Pubhc Works Loans Board, a body appomted by the Crown and 
financed, smce 1946, out of the current revenue of the central 
Exchequer. The Local Authorities Loans Act of 1945, however, 
prohibited borrowing from any source other than the Board, with 
certain minor exceptions; the purpose of this restriction was 
mamly to prevent an excessive demand for capital and to clear the 
market for government issues This restriction was modified 
first at the end of 1952 and agamm October 1955, when the govern- 
ment announced that no further loans would be granted by the 
Board unless councils could satisfy the Board of their inability to 
raise loans elsewhere The object of this reversal of policy was to 
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bring local authority expenditure under the discipline of market 
rates of interest and to ease the burden on the Exchequer Before 
this change about two-thirds of the outstanding gross debt of 
local authorities in England and Wales had been contracted with 
the Board, against less than one-fifth at the outbreak of war 

In Scotland all, and in England and Wales most, local authority 
stocks rank as trustee securities Issues of stock by local authorities 
on the Stock Exchange, which accounted for nearly two-fifths of 
outstanding debt in 1940 but only one-eighth in 1956) enable 
large amounts to be raised at a time, but they are suitable only for 
the larger authorities. An alternative source of finance is the 
mortgage market Local authority mortgages in England and 
Wales are trustee securities if the authority is empowered to 
issue housing bonds, in Scotland all local authority mortgages 
are trustee securities Before the war, borrowing by mortgage, 
usually arranged as private placings through specialist mortgage 
brokers, was a common method of finance, accounting for nearly 
two-fifths of all local authority debt in 1940 By 1945 their share 
had fallen to only 16 per cent, but experienced some recovery 
after the change in the regulations in 1955 Local authority 
mortgages before the war were usually of three to five years’ 
duration, but from 1947 to 1956 could not be issued for a term of 
less than seven years The shorter-dated mortgages are often 
taken up by industrial companies, and those between, say, seven 
and ten years are suitable for building societies and Trustee 
Savings Banks 

The interest charges paid by local authorities in 1956 were 
equivalent to one-third of their revenue from rates Councils are 
sensitive to high interest charges on long-term loans because they 
find them awkward to pass on as a rise in rates, local authorities 
will, if possible, attempt to avoid comimttmg themselves to high 
interest rates on long-term loans by borrowing ‘short’, in the 
hope of re-financing temporary borrowing on more favourable 
terms at a later stage In England and Wales temporary borrowing 
IS permitted under the Local Government Act, 1933, to finance 
capital expenditure pending the raising of a loan, in Scotland it 
may be adopted as a renewable and thus permanent form of 
finance if not exceeding 15 per cent of total borrowing Both 
before the war and after it, beeause of low interest rates in the 
former period and government policy in the decade after 1945, 
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temporary borrowing provided only a small part of local authority 
funds, but Its importance increased noticeably when mterest 
rates rose in 1955-6 Temporary loans are obtained from the 
banks, the surpluses of other local authorities, and from the money 
market, in which councils borrow in the form of bills or deposits 
for fixed periods This market is fed by the liquid resources of 
financial concerns, industrial compames and foreign institutions, 
as well as the surpluses of the local authorities themselves, 
mterest rates are influenced by conditions m the larger money 
market consisting of the banks and discount houses Councils may 
also seek to attract deposits for short periods by advertising to the 
public. 
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CHAPTER 28 


THE BANKING SYSTEM OUTLINED — 
COMMERCIAL BANK ASSETS AND 
LIABILITIES 

THE DEVELOPMENT OF BANKING 

The great institutions that we know today as banks have their 
origin in the goldsmiths of the Middle Ages, when their strong- 
rooms became a convement place in which the money-bags of 
traders could be deposited for safety, from this practice derives 
the description ‘ deposit’ for the present-day banker’s liability to 
his customers. As from day to day old deposits were withdrawn 
and new ones made, a certain amount of gold always remained m 
the goldsmiths’ care, and the crucial step from what has been 
described as ‘cloakroom’ banking was taken when the goldsmiths 
turned to lendmg some of this residue. Eventually the goldsmiths 
found It profitable to offer interest to attract deposits 
What was lent could with safety consist only of part of the 
goldsmith’s ‘idle’ stock, for there could be no certamty as to just 
how the balance of deposits and withdrawals would run from day 
to day. Prudence demanded that loans should be made only for 
short periods and on some form of security that could be sold for 
gold without much difficulty Even so, this busmess would be 
jeopardized if there were a flood of simultaneous withdrawals that 
the goldsmith could not meet by pressing his debtors or by 
drawing on his own wealth 

The receipt given by the goldsmith in acknowledgement of 
deposits came to be used to settle debts, entitling the new holder 
of the document to make the actual withdrawal of coin if required, 
and so we have the bank-note, a statement of indebtedness of the 
banker to his customer used as money Among people who trusted 
the abihty of the goldsmith whose signature it bore to meet his 
liabilities, the receipt could be used as a means of payment To 
traders this practice offered convemence , but of greater significance 
was the fact that the use of his receipt in this way had the result 
of leaving a larger stock of gold in the goldsmith’s vaults, hence 



356 THE ECONOMIC BACKGROUND TO INVESTMENT 

increasing what could be safely lent By the end of the seventeenth 
century this practice was growing appreciably, and banking had 
ceased to be a side-hne of the goldsmiths 

It was also m the seventeenth century that the cheque originated, 
in the form of an order made by a depositor to his bank to pay 
part of his deposit to someone else As a result a bank could 
create a ‘deposit’ in the form of an entry in its ledger, merely 
by making a loan to a trader on which cheques could be drawn 
This added further elasticity to the credit structure, hmited, 
for the prudent banker, by the additional claim on his reserve 
of gold 

From these beginnings the modern bankmg system has 
developed, and the elementary lessons of sound banking remain 
as then that at all times a bank must match some minimum propor- 
tion of its babilities m a form that is acceptable, or can be made 
so without question, to its depositors In short, viable banking 
must balance income with liquidity, and the history of bankmg 
m most countries is marked by bank failures due to inadequate 
liquidity 

Without the confidence of his depositors a banker cannot 
function This might be of limited sigmficance were it not for the 
fact that a bankmg failure is not a matter private to the bank and 
its customers When the claims of depositors cannot be met by a 
bank they are valueless for any purpose, and the worthlessness of 
an insolvent bank’s notes would reduce the ability of their holders 
to meet their debts to others, and so on If the bank were important 
the spread of insolvency, or the fear of insolvency, would radiate 
doubt about the state of other traders and other banks In the 
process goods would be unloaded on the market to obtain gold 
and prices would tumble, causing losses to other traders and 
destroying the backing of other debts A run on otherwise sound 
banks could spread rum, although, apart from the collapse of the 
pyramid of credit, nothing substantial m the economy might have 
altered. 

Over the past two centuries the lesson has been painfully 
learned that m the world of credit trust is indivisible, and the 
foundations of credit have been strengthened so as to make it 
plain that this type of crisis can be overcome , m the process the 
very possibihty of crisis has dwmdled, and the character of money 
has undergone its ultimate transformation from a claim to gold, 
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Itself valuable as a commodity, to ‘pure’ money, a claim to nothing 
more valuable than the claim itself 

THE BANK OF ENGLAND 

The base upon which the financial structure of the country 
rests IS the Bank of England ‘The Bank’, as it is often described, 
was founded in 1694 by a number of City merchants to raise 
funds for the war of William III against France By virtue of the 
privileges awarded to it in return under its Charter and the skill 
and caution with which it was managed, it soon earned the respect 
and the custom of the growing mercantile community, the 
acceptability of its notes spread accordingly ‘As safe as the Bank 
of England’ meant that its notes were ‘as good as gold’, and their 
status as a widely recognized means of payment was formally 
acknowledged when the Bank’s notes became legal tender in 1833, 
giving paper money the same legal standing as gold com for the 
first time. In 1844 the Bank Charter Act prohibited new issues 
of notes by all other banks and provided for the replacement of 
other bank-notes by those of the Bank of England whenever a 
bank closed down or, as proved increasingly frequent in the second 
half of the century, amalgamated with another In Britain today 
the only notes issued outside the Bank of England are those of 
certain Scottish banks, a small proportio of the total 

Because of its legal privileges, its reputation, and therefore its 
growing size, the role of the Bank of England within the financial 
system was already changing by the time its notes became legal 
tender It had become the banker to the other London banks and 
to the bill brokers, or discount houses as they are known today, 
as well as to the Exchequer The other banks kept a balance with 
the Bank of England as their ultimate reserve against their deposit 
habihties, and when the demand for Bank of England notes or 
for gold threatened to outrun the reserves of the banks, the latter, 
together with bill brokers and merchants, could turn only to the 
Bank of England for the cash needed to meet their liabilities The 
Bank of England, as the nineteenth century unfolded, was gradually 
obliged to assume the responsibility of supporting the liquidity 
of the banks, discount houses and merchants, that is their ultimate 
ability to meet their commitments in gold or Bank of England 
notes, in order to prevent periods of strain from developing into 
crises threatening the viability of the whole finanaal structure. 
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The Bank of England gradually recognized its position as the 
ultimate source of support for the financial and mercantile com- 
mumty whenever the demands of internal trade, or the need to 
settle our foreign trade debts, or a sudden wave of distrust in 
the pyramid of credit, threatened to exhaust the reserves of the 
banks 

Until 1914, apart from the years 1797-1821, the Bank of England 
was legally obliged to redeem its notes on demand in gold com, 
and the extent to which the Bank could print notes in excess of 
its gold holdings was strictly limited after 1844. Because, m 
the absence of special government dispensation, the extent of 
the Bank’s note-issmng power was hrrnted by its gold reserve, the 
latter formed the effective basis of the money supply, and the 
available reserve of notes, backed by gold, that remained in the 
Bank of England’s vaults became the critical element of monetary 
regulation The resources of the Bank of England came to be made 
available at times of strain by the Bank’s allowing certain of its 
customers, private traders and discount houses — the banks, by 
calling in their own loans to the discount houses, preferred to 
force the latter to seek recourse to the Bank of England rather 
than do so themselves directly — ^to rediscount bills of exchange 
complying with its requirements of eligibility, thus actmg as 
‘ lender of last resort ’ to the system as a whole In order to prevent 
such demands from exhausting its note-issuing power it developed 
the practice of charging a penal rate of interest. Bank rate, aimed 
at checking such transactions 

The development of this role greatly strengthened the credit 
structure , it also fashioned the means whereby the central control 
of the financial mechanism became possible, for ultimately the 
volume of notes and deposits that could be created was limited 
by the willingness of the Bank of England, as reflected in the level 
of Bank rate, to make available its uncommitted gold reserve, that 
part of Its gold holdings not earmarked as backmg for its notes 
already m circulation 

For the third time m its history, the Bank of England was forced 
to repudiate the obligation to redeem notes in gold m 1931, the 
two previous occasions being m 1914 and 1797, both m the circum- 
stances of war The gold standard has not been restored, but the 
Bank is still the base of the financial pyramid, and the quantity of 
money is still within its control. 
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THE COMMERCIAL BANKS TODAY 
The business of the commercial bank is still to balance liquidity 
with profit, but it now also embraces a wide variety of activities, 
from clearing our monetary claims on one another to performing 
the duties of executor and trustee These ancillary services have 
come to occupy an increasingly important part in the business of 
the commercial bank, for the use of the bank account as a monetary 
‘cloak-room’ and medium of payment has spread. 

The process of amalgamation, which gathered pace m the 
second half of the mneteenth century, has greatly reduced the 
number of banks at the same time as the number of branches has 
increased The latter now total 12,000, of which nearly q,ooo are 
owned by the ‘Big Five’ — ^Barclays, Lloyds, Midland, National 
Provmcial, and Westminster — ^which also account for nearly four- 
fifths of total commercial bank deposits in the United Kingdom 
In addition to the Big Five, a further six banks, one of which is 
affiliated to National Provmcial, use the London Bankers’ Clearing 
House Three of the seven Scottish banks are also affihated with 
members of the Big Five, as are the two mam Northern Ireland 
banks Concern lest the amalgamation movement should lead 
ultimately to financial monopoly was the reason for the recom- 
mendation made by a committee of inquiry in 1918 that no 
further bank amalgamations should take place without the consent 
of the Treasury and the Board of Trade 

bankers’ clearing organizations 
The use of the cheque has been made considerably less costly 
by the development of the bankers’ clearing organizations. The 
result of my drawmg a cheque on my account, let us say, with the 
Midland Bank and sending it to my tailor, who banks with Lloyds, 
is to reduce my deposit at the Midland, increase my tailor’s 
balance with Lloyds and to give Lloyds a claim on the Midland 
to the same amount On the same day my tailor may draw a 
cheque in favour of a cloth merchant who banks with the Midland, 
thus giving rise to a counter-claim by the Midland on Lloyds. 
The stamp-duty figures indicate that approximately 800 million 
cheques are issued every year, and the thousands of claims of one 
bank on another that arise every day are set off agamst claims in 
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the opposite direction through the mechanism of the clearmg 
organizations, so that only the daily net balance need be settled 
This settlement of mter-bank claims takes the form of a transfer 
from one bank to another of part of the deposits that all the 
‘clearing banks’ hold with the Bank of England Clearmg 
orgamzations exist in the main provincial towns and, on a less 
formal basis, in other large towns , but the most important is the 
London Bankers’ Clearing House 

HOW BANK DEPOSITS ARISE 

A bank deposit is merely the liability of a bank to its customers, 
an entry m its books recording the right of the holder of the 
deposit to payment m currency or to transfer the deposit — and 
thus this entitlement to currency — ^to somebody else through the 
medium of the cheque, which is merely an order to a bank to 
make these payments The main ways in which commercial bank 
deposits arise can be enumerated briefly. 

(I) A bank will credit my account, that is inciease my deposit, 
with any valid cheques drawn on other accounts that I may pay in 
When these are drawn on accounts held with other commercial 
banks m the United Kingdom this merely redistributes the total 
of deposits between different holders, leaving their total un- 
changed There is one important exception to this concernmg the 
use of overdrafts, which is examined separately in category (v) 

(II) When I pay m to my account m this country a cheque 
drawn on a bank account overseas my deposit is increased, and this 
represents a net addition to commercial bank deposits in Britain 

(ill) When a cheque drawn on an account with the Bank of 
England is paid into the account held by a member of the public 
with a commercial bank, this, too, represents a net increase in 
commercial bank deposits held by the public, the result is also 
to increase the balance of the commercial bank held at the Bank 
of England Thus payments by cheque to the public by govern- 
ment departments on their account with the Bank of England 
involve an increase in commercial bank deposits In the context of 
banking operations the ‘public’, while embracing corporations as 
well as individuals, excludes the commercial banks themselves, the 
discount houses and all holders of deposits at the Bank of England 

(iv) A bank will increase my deposit if I pay in notes and coin 
of exchange. 
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(v) Deposits expand when banks malce loans to their customers. 
These are either straightforward loans or overdrafts A bank will 
enter the full amount of a straightforward loan to its customer’s 
credit at the time it is made, causing an immediate increase in the 
deposit of the customer concerned In the case of an overdraft 
the banker merely agrees to allow his customer to draw cheques 
in excess of his credit balance up to a certain limit No deposit is 
created until the credit balance, if any, has been exhausted, 
further cheques are then drawn in favour of another account — 
perhaps at another bank — ^which is then credited with the amount 
concerned, while the bank which has given the overdraft merely 
notes that the borrower is in debt to it to this sum 

(vi) Commercial bank deposits are increased when a bank 
purchases goods, services or securities from the public, paying by 
entering the sum involved to the credit of the seller if he is already 
one of its customers or by a cheque drawn on itself if he has an 
account -with another bank In monetary analysis it is the purchase 
of securities by the banks that is of importance in this category. 

Transactions in the opposite direction reduce deposits We 
can summari2e these transactions by saymg that the deposits of 
the commercial banks as a whole will be increased by a net flow 
of pa3mients by government departments to the public, by the 
receipt by the public of drafts on bank deposits overseas , through 
the transfer of notes and com from the public to the banks , by 
loans granted by the banks to the public, and by the purchase of 
securities by the banks from the public Three factors deserve 
special attention The first and fundamental pomt is that deposits 
can only arise when banks acquire, or in one case create, assets 
to an equal amount , in the processes outlined above, these assets 
are notes and com, balances with the Bank of England, securities 
and loans For the sake of simplicity deposits held by one com- 
mercial bank wuth another have been ignored , these are unimpor- 
tant except m the field of international payments Assets of little 
interest to monetary analysis, such as bank premises, can also be 
disregarded. The second is that only two classes of transactions 
come under the direct control of the banks, in that whether banks 
grant loans or purchase securities are matters for them to decide 
In the case of other changes in deposits the banks are passive, 
except m so far as they can influence the proportion of their 
wealth that the public choose to hold in the form of bank deposits 
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rather than m notes and com by altering the rate of mterest paid 
on deposits or by improving the convemence of banking facilities 
The third point is that the two classes of asset over which the 
banks exercise direct control yield interest, whereas notes and 
com, or deposits with the Bank of England, do not 

COMMERCIAL BANK ASSETS AND LIABILITIES 

Table 20 refers to the eleven banks that are members of the 
London Clearing House but does not include the whole of their 


Table 20 Assets and Ltabthties of the London Clearing Banks 
Average of Monthly Figures igsy 




% of total 


£ million 

deposits 

UABSUTIES — DEPOSITS 



Current accounts 

3.972 

61 8 

Deposits and other accounts 

2,460 

38 2 

TOTAL DEPOSITS 

6,432 

100 0 

Less Cheques in course of collection, etc 

295 

4 6 


6,137 

95 4 

ASSETS 



Coin, notes and balances with Bank of England 

526 

8 2 

Money at call and short notice 

439 

6 8 

Treasury bills discounted 

1. 143 

17 8 

Other bills discounted 

148 

2 3 

Total 'Liquid Assets’ 

2,236 

35 I 

Investments 

2,oo8 

31 2 

Advances to customers 

1.952 

30 3 

TOTAL OF ASSETS LISTED ABOVE 

6,216 

96 6 


assets and liabilities , it omits, for example, the book value of their 
premises, capital and reserves, m order to concentrate on the 
mam items of monetary importance The table shows how 
deposits are matched by the assets acquired. 

Ltabthties 

Current accounts are repayable on demand, can be transferred 
by cheque but, since the war, carry no interest Deposit and other 
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accounts consist mainly of deposit accounts repayable only if 
notice of withdrawal, usually seven days, is given For this slight 
mconvemence their holders receive some compensation in the 
form of interest, and to the bank their relative immobility has the 
advantage of a smaller potential claim on its reserve of notes and 
com and on its balance with the Bank of England In other 
countries, the U S A for example, current and deposit accounts 
are distinguished by the more descriptive terms ‘demand’ and 
‘time’ deposits When business is expanding, a shift fiom deposit 
to current accounts can be expected to occur, and indeed the 
proportion of current accounts has recently been higher than m 
the slacker years before the war The ratio will also be influenced 
by the attraction of alternative assets as a store of wealth and by 
the distnbution of wealth itself between rich and poor, both 
factors which have also tended to Increase the proportion of 
current accounts since the war. 

Cheques tn course of collection, etc , consist mainly of cheques 
paid in by a bank’s customers that have been drawn on accounts 
with other banks but have not yet been cleared through one of 
the clearing houses Cheques in course of collection are bank 
assets but are shown above as a deduction from liabilities, as the 
deposits of the bank on whom these cheques have been drawn 
will be overstated However, as far as the individual bank is 
concerned, the published figure of cheques in course of collection 
IS somewhat misleading, for no allowance can be made for cheques 
drawn on itself that have not yet been cleared In their policy of 
maintaining certain ratios of different classes of assets to ‘ deposits ’, 
It is the figure of total deposits that is used by the banks 

The Cash Ratio 

Notes, com and balances with the Bank of England constitute the 
banks’ cash reserves The banks hold only part of their cash 
reserves in notes and com, for their balances with the Bank of 
England can be used to augment their ‘till money’ by obtaimng 
notes and coin from the Bank when required , these balances are 
also used, as has already been indicated, to settle claims arismg 
between the commercial banks themselves and those between the 
commercial banks and the Bank of England As a rule, therefore, 
less than half of the banks’ cash reserves are held m notes and 


com 
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Experience has shown that in conditions of public confidence 
in the banking system only a small proportion of deposits need be 
backed by a cash reserve, which thus supports a much larger 
structure of deposits brought into existence through the acquisi- 
tion by the banks of interest-bearing assets, namely securities and 
loans, from which the banks obtain the greater part of their mcome 
Since 1946 the banks have agreed with the Bank of England to 
aim at a ratio of cash to deposits of 8 per cent 
With this cash ratio the banks’ deposits must be twelve and a 
half times the size of their cash reserves , the banks adjust their 
loans and their security purchases until this relationship is 
achieved It follows that if the banks can be relied on to mamtain 
a fixed cash ratio, the monetary authonties can influence banking 
policy and the level of commercial bank deposits as a whole by 
varying the cash reserves possessed by the banks- hence the 
critical importance of the fixity of cash ratios to monetary policy. 

Other Liquid Assets 

Money at call and short notice consists mainly of loans repayable 
nominally on demand These loans are made chiefly to the 
discount houses on the security of Treasury bills, good-quality 
commercial bills, or short-term government bonds These assets 
earn only relatively low rates of interest as a rule, but they occupy 
a special place in the bankmg system because of their liquidity, 
that IS because they can be turned into cash easily, quickly and 
without loss If a bank has to restore its cash reserves in order to 
mamtain the 8 per cent ratio, it will call in — or refuse to renew — 
part of Its loans to the discount houses. 

The latter will attempt to repay by increasing their borrowing 
from other banks or from other financial institutions If they 
succeed, the result will probably be to transfer part of a balance 
with the Bank of England from one bank to another If the 
discount houses cannot obtain funds in this way the effect of the 
banks’ pressure on the discount houses is to force the latter to 
find the necessary cash by recourse to the Bank of England, by 
discounting eligible bills, 1 e Treasury bills, with the Bank or by 
borrowmg from it The result in this case is to restore the balances 
with the Bank of England of the commercial banks as a whole. 
Bills discounted play a siimlar role in bankmg operations 
Commercial and similar bills of exchange now comprise only a 
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small part of the total, rarely more than 10 per cent, the remainder 
consisting of Treasury bills Since an agreement made in 1935 the 
commercial banks do not bid for Treasury bills at the weekly 
tender except as agents for their customers Treasury bills dis- 
counted by the banks are purchased from the discount houses 
when they are at least seven days old, a limitation designed to 
prevent disguised tendering by a bank Except when the Bank of 
England takes the initiative m purchasing them from the banlcs, 
Treasury bills are not resold by the commercial banks This is a 
remnant of a tradition in which resort by the banks to the Bank of 
England was regarded as a sign of weakness Commercial bills, 
of which the best class may be rediscounted at the Bank of 
England, are always held to maturity by the banks 

When Treasury bills mature, however, the Exchequer makes 
the repayment out of its balance with the Bank of England, so that 
the commercial banks can take the initiative themselves when they 
require cash by not replacing maturing bills, as well as by caJlmg 
m loans made on the security of bills Thus bills, together with 
money at call and short notice, and of course cash itself, con- 
stitute the so-called hqutd assets of the banks, and their bill 
poitfolios are arranged so that maturities run evenly from week 
to week, with concentrations on those dates when requirements of 
cash are known to be heavy 

The Liquidity Ratio 

The special significance of call money and bills discounted, 
which together are sometimes described as the banks’ money- 
market assets, is two-fold they form the usual channel of contact 
between the commercial banks and the Bank of England, and 
their high degree of liquidity, which is only the result of this 
contact, gives them a degree of importance second only to that of 
cash Itself The banks have developed the practice of conforrmng 
to a minimum liquidity ratio as well as to a cash ratio The banks 
aim as a rule at a minimum ratio of cash, loans at call and short 
notice, and bills discounted to total deposits of about 30 per cent 
More precisely, their liquid-asset ratios will not be allowed to fall 
below this for any length of time except in special circumstances, 
and the fact that hquid assets earn a relatively low return normally 
deters the banks from letting their liquidity ratios rise much above 
30 per cent if non-liquid assets are available on attractive terms 
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This figure apphes direcdy to the period of heavy tax payments 
m the first quarter of the year, -when cash reserves are consequently 
under pressure , during the rest of the year the mmimum liquidity 
ratio IS somewhat higher and less precise, rising to roughly 35 per 
cent in December 

When liquidity ratios suffice, the banks can expand deposits by 
acquiring other income-yieldmg assets, if these are available on 
suitable terms, until the ratio of hquid assets to total deposits 
falls to something nearer 30 per cent. When liquidity ratios are 
too low, on the other hand, the banks will restore them by con- 
tractmg their holdings of other assets, thus reducing total deposits 
in relation to their hquid assets It will be observed that the 
banks cannot raise their liquidity, as opposed to their cash, ratios 
by calling in loans to the money market or by letting their Treasury 
bill holdings run down in order to draw cash out of the Bank of 
England, for this would only increase their cash reserves at the 
expense of their money-market assets, leaving their liquidity 
ratios unchanged 


Earning Assets — Investments 

The ‘other assets’ referred to above are mvestments and 
advances, sometimes described as the ‘earning assets’ of the banks, 
for rates of interest on these generally exceed those on money- 
market assets. Investments consist very largely of British govern- 
ment and government-guaranteed stocks The attitude of the 
banks towards these assets, like that of most investors, will be 
influenced by the market outlook, when they expect a fall in 
secunty prices they will refram from addmg to their investments 
even though their hquidity ratios can support an mcrease Al- 
though the banks purchase investments with the object of holdmg 
them to matunty, they are sensitive to the risk of a fall m gilt-edged 
prices, until 1952 the banks entered investments m their annual 
accounts at market values or below, but the depreciation of 
security prices experienced in that year was greater than the inner 
reserves of some of the banks, and a policy of recording mvest- 
ments at book value but above total market value, which was 
shown separately, had to be adopted. Although such a situation 
would normally be purely temporary, in that the market values 
of the secunties held would usually be below their redemption 
values, it is one that the banks wish to avoid In order to mimmize 
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the risk of even paper losses, the banks appear in recent years to 
have concentrated their holdings on short-term securities with a 
life of less than ten years and with an average term to maturity 
of very much less 

The risk of capital loss is increased by the possibihty that a 
situation in which any one bank is obliged to sell investments 
may also be one in which other banks are also sellers, so that the 
pressure of sales on a weak market will have a serious effect on 
bond prices. The instability of bond prices, however, is only one 
reason why government securities other than Treasury bills 
cannot be considered as hquid assets An attempt by all banks to 
sell investments to the public does nothing to add directly to the 
absolute level of their cash reserves Only assets that can quickly 
be turned into cash with little or no loss, that is into a balance 
with the Bank of England, can be regarded as liquid; hence the 
vital difference between the banks’ holdmgs of money-market 
assets and their investments 


Advances 

Advances^ loans other than those made at call or at short 
notice, are usually overdrafts.^ Although m recent years medium- 
term loans have been becoming less rare in banking operations, 
the banks still adhere to the traditional view that only short-term 
loans are suitable banking assets Traditionally, bankers regarded 
what were described as ‘self-liquidatmg’ loans, secured usually 
against some consignment of goods due for sale within a short 
period, as the ideal form of bank credit But what has been said 
about investments and liquidity is true also of bank advances, 
even those secured on goods approaching sale. The banks as a 
whole cannot obtain cash by calling m their advances, and to do 
so in the name of a policy aimed at confimng loans only to the 
most secure borrowers would risk forcing traders to unload their 
goods at low prices in order to repay their bank loans. The 
consequence might be to weaken the security of traders in general, 
for one man’s bank loan is the source of his purchases and thus of 
another’s sales receipts 

This does not mean that the general pohcy of hnnting advances 
ostensibly to short periods is unjustified, for it is more difiEcult 
for a bank manager to assess the credit-worthmess of an individual 
trader or manufacturer m the more distant future, and although 
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most advances are backed by some form of security the banks are 
naturally reluctant to consider the enforced sale of business assets, 
or even of securities, as anything but a last resort One consequence 
of making long-term, non-marketable loans would be to oblige the 
banks to intervene more closely in the management of business, 
which in this country they greatly prefer to avoid Nevertheless, 
the line between temporary advances and long-term loans to 
business is in practice somewhat indistinct, for bankers are 
reluctant to call m advances, on which many concerns have come 
to rely as a form of almost permanent finance. 

Advances are generally more profitable assets than investments, 
for although the higher rate of interest they yield is partly com- 
pensation for the risk of default, the incidence of loss on a bank’s 
advances as a whole is normally very small, and advances usually 
bring in ancillary receipts, such as bank charges. The banks are 
anxious to follow a policy of lending only to evidently sound 
borrowers, they are not prepared to soften their standards of 
credit-worthiness m return for higher rates of interest But the 
element of competition between the banks enables the very 
largest concerns, and of course the nationalized industries, to 
secure relatively favourable terms, while at the other end of the 
scale personal borrowers and many small private businesses may 
have to pay relatively high charges The banks have developed 
the pohcy of linking the rate of interest charged on advances to 
Bank rate, a common formula in recent years being i per cent 
above Bank rate with a minimum of 5 per cent, but the largest 
borrowers can generally expect to pay less and the smallest rather 
more in some cases 

The Sassors-movement of Advances a7td Investments 

The banks’ policy of not lending to ‘risky’ borrowers, no matter 
what rate of interest the latter may offer, brings to bank lending 
an element of passivity, in that the level of advances is very much 
a reflection of the demand for bank accommodation by credit- 
worthy businesses, the banks do not actively raise their charges 
when this demand increases or lower them when it falls As a result 
advances tend to rise spontaneously when business conditions 
become more buoyant and to fall when they become slack If 
hquidity ratios are at their minimum the profitabihty of advances, 
particularly when booming business conditions reduce the risk of 
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default, together with the fear of losing good customers to other 
banks, normally leads the banks to accommodate an increase in 
the demand for credit by selling investments, so that a ‘scissors- 
movement’ of investments and advances may be a distinct feature 
of bank asset ratios , it may be extremely difficult for the banks 
to hold down advances when borrowers seek to take full advantage 
of unused overdraft facilities agreed on in the past But this 
switch from investments to advances or back again will not be 
entirely unaffected by the state of the market for government 
securities When the sale of investments means incurring heavy 
capital losses, or giving up assets with a relatively high yield, the 
rising demand for advances will not be so readily accommodated 
When the demand for advances is falling, the banks will be less 
willing to expand their security portfolios if the outlook for 
security prices is unfavourable, preferring instead to run up their 
liquidity ratios. 


Treasury Deposit Receipts 

Between 1940 and 1952 bank balance sheets mcluded one class 
of asset no longer to be found there, namely Treasury Deposit 
Receipts. These were the result of the wartime emergency, they 
were compulsory, ran mainly for six months and could not be 
sold, except to the Bank of England at a discount equivalent to 
Bank rate or m payment of subscriptions to government loans 
At the end of the war they represented 40 per cent of total deposits, 
falling to roughly 8 per cent m 1950 and finally disappearing in 
February 1952 They were less liquid than Treasury bills, but 
this was of httle disadvantage in a period in which cash could be 
obtained from the Bank of England, in sufficient quantities and 
without loss, in other ways. However, their inflexibility and their 
compulsory nature made them unwelcome members of the banks’ 
assets when the special needs of war had passed 

DISCOUNT HOUSES 

The discount or money market consists of the banks^^ and the 
discount houses, together with several small firms of ‘runmng 
brokers ’ who do some dealing in bills and act as agents for ‘ non- 
clearing’ banks and other concerns Amalgamations have reduced 
the discount houses to twelve in number. Although the decline of 
the commercial bill and the tremendous extension of government 
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finance have transformed their activities the commercial bill 
still plays a part in their business The discount houses act 
mainly as intermediaries between borrowers and the banks , they 
perform for the latter the useful function of sorting commercial 
bills into ‘parcels’, well spread as to risk but concentrated on 
maturity dates which the banks may be seeking 

Over the last fifty years dealings in Treasury bills have become 
the mainstay of the activities of the discount houses Since 
1934-5, when the trade depression, the direction of monetary 
policy, the policies pursued by the banks, and the demand for 
sterlmg bills from overseas, threatened to undermine the profit- 
ability of deahng in bills by driving rates down to levels that 
produced no net return to the discount houses, above the rates 
at which they were obliged to borrow, the discount houses have 
submitted a joint uid at the weekly tender From this period 
also dates the abstention of the clearing banks from the tender. 

The exact arrangements of the so-called ‘syndicate’ are not 
known, but it is understood that the bid is made for all the week’s 
Treasury bills on offer and that the syndicate’s share of the weekly 
allotment is divided among the individual houses in a prearranged 
fashion. The internal mechanism of the syndicate is not completely 
rigid, however , the share of each discount house can be adjusted 
within hmits, and bids may be submitted to some extent by 
individual members in addition to that made by the syndicate as 
a whole As the syndicate bids for the whole amount on oflFer, 
bids placed at higher prices by other bodies are accepted m full, 
while those at lower levels are completely unsuccessful, the 
syndicate’s bid thus constitutes the maximum rate of discount of 
the tender On average the syndicate seems to aim at obtaimng 
about one-half of the bills on offer 

The discount houses’ earmngs from Treasury bills are obtained 
m three ways They hold Treasury bills for at least seven days 
until they are purchased by the commercial banks, during this 
penod bill holdings will be financed by borrovraig from the 
banks and other institutions, and the net income from carrying 
bills will depend on the difference between the rates at which the 
discount houses have to borrow and the rate of interest earned 
on their bills , if the rate on borrowed money rises sharply in this 
period the discount houses may, of course, suffer a loss. 

Secondly, owmg to the fact that bills close to maturity are in 
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most demand by the banks the rate of discount on a one-month 
bill, for example, will generally be less than that on a three-month 
bill, so that an additional profit is to be made on holding bills if 
the pattern of rates does not change If the three-month rate is 
4 per cent per aimum, a ,^1,000 bill of this period to maturity 
can be bought at ^£990 , if the one-month rate is 3^ per cent per 
annum, it can be sold for £997 zs two months later, a gain of 
£7 2S m two months 

Thirdly, if the level of bill rates as a whole falls further, a capital 
profit will be made on resale (whereas, if a rise occurs, more than 
the whole of the mterest on the bill may be lost) 

The rate at which the discount houses are prepared to bid for 
any given volume of Treasury bills -will thus be mfluenced by 
their views on the immediate future of the banks’ call-money 
rates, on the competition of ‘outside’ tenderers, on the market 
rate at which they can sell Treasury bills to the banks, and on the 
risk of being forced to obtain funds from the Bank of England at 
a penal rate. 

Government bonds amounted to about two-fifths of the total 
assets of the discount houses m 1956-7. Deahngs in bonds by one 
or two of the discount houses began in the mneteen-twenties, in 
an attempt to ofiset the decline in their commercial bill busmess, 
but until the years prior to the Second World War were frowned 
upon by the authorities and other houses alike The great expan- 
sion in the national debt during the war created both the oppor- 
tunity and the need for an extension of these activities, however, 
and the discount houses were enabled to take the prior steps of 
strengthemng their position by amalgamation and by raising 
additional permanent capital The discount houses carry govern- 
ment bonds against money borrowed from the banks and else- 
where The margms on which they work are narrow, so that bonds 
carried against short loans or call money are limited to those of not 
more than five years to maturity and in the aggregate amount to 
some multiple of the total of their capital and reserves The bond 
purchases of the discount houses serve the useful function of 
broadening the market in short-dated stocks, wluch are not 
satisfactory investments for many financial institutions other than 
the banks 

The basic utility of the discount houses to the monetary system 
has sometimes been questioned From the point of view of the 
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banks, however, they play a valuable part m providing a reservoir 
into which surplus cash can he poured or from which it can be 
withdrawn from day to day, the facility with which cash reserves 
can be adjusted through the medium of the discount houses enables 
the banks to maintain stable cash ratios on a daily basis To the 
Bank of England the discount houses appear as a channel through 
which Its policy can be transmitted to the bankmg system as a 
whole or, to vary the metaphor, as a sensitive nerve acting on the 
monetary system Alternative arrangements could no doubt be 
devised to perform the present functions of the discount houses 
m both the money and bond markets, but whether they would be 
any more economical may be doubted, and the experience of the 
discount houses m the field of commercial bill finance is not 
hghtly to be discarded The chief weakness of the discount houses 
is that they may be extremely vulnerable to sharp increases in 
short-term interest rates. 



CHAPTER 29 

THE BANKING SYSTEM 
AND MONETARY POLICY 

Monetary policy is action taken by the authorities to influence the 
quantity of money and its distribution, the level and pattern of 
interest rates, the availability and terms of different types of loans, 
or the structure and distribution of the national debt Our 
concern here is with the impact of monetary policy on the banking 
system, on some of what may be regarded as its short-range effects 
As for ‘the authorities’, this is a term whose vagueness reflects 
the fact that, whereas ultimately the responsibility for monetary 
policy lies with the government, in practice most of its day-to-day 
operations are carried out by the Bank of England 

THE BANK OF ENGLAND, THE GOVERNMENT, AND 
THE COMMERCIAL BANKS 

The role of the Bank of England as the central bank w as given 
full statutory recognition by its nationalization under the Bank of 
England Act of 1946 This formalized the shift of responsibility 
for monetary policy from the Bank to the government, acting 
through the Treasury, that had already occurred when Britain 
went off the gold standard in 1931 and was confirmed later m the 
needs of war finance Before the war the experience of the Bank 
and the personality of its Governor accorded to the Bank of 
England a special voice m the direction of monetary affairs, but 
the authority of the Treasury was paramount, on the other hand, 
the views of the Bank still carry great weight in the rooms of the 
Treasury The Governor, Deputy Governor and Directors of the 
Bank of England are now appointed by the Crown, and the legal 
authority of the Treasury over the Bank under the 1946 Act is 
limitless 

The 1946 Act has also given the Bank some measure of statutory 
power over the affairs of the commercial banks Clause 4 states 
that ‘the Bank, if they think it necessary in the public interest, may 
request information from and make recommendations to bankers, 
and may, if so authorized by the Treasury, issue directions to any 
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banker for the purpose of securing that effect is given to any 
such request or recommendation’ As far as the ‘recommenda- 
tions ’ that the Bank may make, without the express direction of 
the Treasury, it is equally doubtful whether the Act has added 
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much to the authority of the Bank, whose influence within the 
banking system, based ultimately on its power as lender of last 
resort, has long been exercised through the medium of informal 
consultation 

The Bank Charter Act of 1844 made the division between the 
Issue Department and Banking Department that can be seen in 
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the Bank return, a summary ot which is reproduced in Table 21 
This division, which was made in order to separate what was 
intended to be an automatic process of issuing notes from the 
‘ bankmg’ operations of the Bank of England, is now unimportant, 
but the form of the return has remained broadly unchanged since 
1844 The return is prepared every Wednesday and published 
on the following day, the fact that the Governor and Directors 
meet on Thursday morning to decide on the level of Bank rate is 
due traditionally to the need to consider this weekly statement, 
but the link between them is tenuous indeed now that practically 
all of the country’s gold reserve has been transferred to the 
Exchange Equalization Account 

The liabilities of the Issue Department consist of Bank of 
England notes The greater part of these are already in circulation 
with the banks and the public, but in addition some notes are held 
m the Banking Department , m a consolidated balance sheet these 
internal cross-entries would be eliminated Against these liabilities 
the Issue Department now holds only a tiny amount of gold The 
mam assets of the Issue Department held against the note issue 
are ‘Other government securities’, including Treasury bills, 
ways-and-means advances and government bonds of different 
maturities ‘Government debt’, on the other hand, is merely a 
book entry recording loans made by the Bank to the Exchequer 
m its early years ‘ Other securities’, another small item, consists 
mainly of loans made to Commonwealth governments and 
similar first-class borrowers The assets of the Issue Department 
are grouped into two — gold and the assets that support the 
fiduciary issue, reflecting the legislation by which notes may be 
issued only up to an amount equal to the Bank’s holdings of gold 
plus the fiduciary issue 

The habilities of the Banking Department include the Bank’s 
capital, now owned by the State, and the item ‘Rest’, which 
represents its undistributed profits , the profits on the note issue 
are now passed to the Exchange Equalization Account and these 
items are of only historical interest ‘Public deposits’, on the 
other hand, are of considerable importance to monetary analysis, 
for they are the balances held by government departments In 
‘Public deposits’ are included the balances of the Exchequer and 
those of the Post Office Savings Bank and the National Debt 
Commissioners 
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Of the Item ‘ Other deposits’, the component ‘ Bankers’ deposits ’ 
IS of special importance, as it represents the balances of British 
banks which operate mainly m this country The last asset item, 
‘Other accounts’, consists of the deposits with the Bank of 
England of overseas governments and banks, includmg overseas 
central banks, together with the deposits of the small number 
of industrial and other firms that are still customers of the 
Bank 

The largest of the items on the assets side of the Banking 
Department’s accounts — ‘Government securities’ — consists again 
of Treasury bills, government bonds and ways-and-means ad- 
vances to the Exchequer No statistics are published as to the 
relative proportions of the separate components of this group, but 
it IS hkely that Treasury bills constitute the larger of the security 
Items as a rule 

The distinction between the two constituents of ‘ Other securi- 
ties ’ IS of considerable importance ‘Discounts and advances’ 
consist of bills discounted by the Bank for its customers, espec- 
ially discount houses, and advances made to them, both on their 
initiative, and include the assistance given by the Bank to the 
money market when it comes to the Bank when money is tight 
‘Securities’, on the other hand, are made up of miscellaneous 
securities bought by the Banking Department on its own 
initiative from overseas governments and certam commercial 
concerns, together with commercial bills bought from the dis- 
count houses as a regular arrangement designed mainly to enable 
the Bank to check the quality of the bills discounted by the 
market 

The Item ‘Notes’ is a counterpart of the liability item in the 
accounts of the Issue Department ‘Com’, like the notes in the 
Banking Department, is held in readiness to meet the requirements 
of the commercial banks, and today consists almost entirely of 
silver com purchased from another government department, the 
Royal Mint, 


THE NOTE ISSUE 

The Bank Charter Act of 1844 permitted the Bank of England 
to issue notes only up to an amount equal to the value of the gold 
held by the Issue Department plus the fiduciary issue Apart 
from the fact that the Issue Department’s gold is now valued at 
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the current market, and not at a fixed, price, this is still thesituation, 
but with a vital exception that has effectively reversed the position 
The Act of 1 844 fixed the fiduciary issue at the constant figure of 
^14 milhon, apart from small increases in partial replacement of 
the lapsed note issues of the private banks, so that the allowable 
note issue, except when special steps weie taken to permit an 
expansion of the note issue beyond these limits during the banking 
crises of the runeteenth century and in 1914, could be increased 
only to the amount of any rise m the quantity of gold held by the 
Issue Department 

Today, in contrast, the Issue Department holds httle gold, 
and the lirmt to the note issue instead varies with the size of 
the fiduciary issue The Currency and Bank Notes Act of 1954 — 
the latest of a series of statutes concerned with the regulation of 
the note issue — provides for a basic fiduciary issue of £1,575 
milhon and empowers the Treasury, after representations by the 
Bank, to vary this amount, but except under the authority of a 
statutory instrument (subject to annulment by a resolution of 
Parliament), the fiduciary issue may not remain above this 
figure of £1,575 nulhon for more than two years Although 
this provision appears to echo one object of the gold standard in 
placing some statutory limit on the note issue, once regarded 
as the vital regulator of economic activity, the consent of 
Parliament to a rise in the note issue has become something of 
a formality, and by 1958 the fiduciary issue had reached £2,000 
million 

The Bank tries to anticipate an increase in the public’s demand 
for notes — for example, at holiday times — ^by augmenting the 
stock held m its Banking Department, when necessary, additional 
notes are obtained from the Issue Department, which is ‘paid’ by 
a transfer of government securities from the Banking Department 
When notes come to be withdrawn from the latter by the commer- 
cial banks payment is made by them in the form of a reduction m 
their balances held with the Banking Department, that is m 
‘Other deposits — Bankers’. As long as Parliament can always be 
relied on to give its sanction to an mcrease in the fiduciary issue, 
the regulation of the note issue is not a critical element in the 
monetary system The commercial banks can meet the demand 
for notes by the public by runmng down their balances with the 
Bank of England 
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It Will be observed that an outflow of notes from the com- 
mercial banks to the public, by reducing bank deposits and cash 
reserves by the same absolute amount, causes a reduction in the 
cash ratio of the banks This can be made good by the Bank of 
England if it acts so as to increase ‘ Other deposits Bankers ’ to 
the required extent If the Bank of England has control over 
‘Bankers’ deposits’, changes in the public’s demand for notes 
rather than deposits can always be accommodated without any 
change in the total quantity of money held by the pubhc, that is 
without any multiple alteration in the level of deposits due to a 
loss of cash by the banks Conversely, if the Bank can control 
the cash reserves of the commercial banks it need not fear that 
any change it is seekmg to bring about in the level of deposits 
will be frustrated by the effect on bank cash ratios of the public’s 
demand for notes 

THE BANK OF ENGLAND AND ‘BANKERS’ DEPOSITS’ 

Apart from a return of notes and coin from the public and the 
minor question of transfers from ‘ Other deposits Other accounts ’, 
the balances of the commercial banks with the Bank of England 
can be mcreased only as a result of two types of operation One is 
a transfer to ‘Bankers’ deposits’ from ‘Public deposits’ due to 
net payments made by government departments to the pubhc or 
to the banks themselves The other must be associated with an 
increase in the total assets of the Banking Department, so that the 
control of bank cash reserves by the Bank of England hes m its 
ability to expand or contract its total assets 

The assets acquired or released by the Bank to influence the 
cash reserves of the commercial banks can be gold, foreign ex- 
change, or securities. With the passing of the gold standard 
and the transfer of our foreign exchange reserves to the Ex- 
change Equalization Account, dealings m securities — ^Treasury 
bills and government bonds — are now the normal method of 
control 

These transactions can be grouped broadly into two classes 
action taken by the Bank of England to relieve pressure on bank 
cash ratios, in which the Bank supphes cash to reheve strmgency, 
i.e in order to bring bank cash ratios up to 8 per cent, so as to 
support whatever level of deposits arises from the other actions of 
the authorities , and operations undertaken by the Bank as part of 
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a positive policy of influencing the level of bank cash reseives in 
order to change the volume of deposits that the banks can support 
The dividing line does not always seem distinct, for, paradoxical 
as It may seem at this stage, action in the first category is often 
the consequence of operations m the second, and there is the 
fact that the Bank may act not only to relieve stringency but 
also to absorb excess cash m the banking system The division 
is important, however, and it can be said to be that between 
the actions of the Bank as lender of last resort (or, in effect, as 
borrower of last resort) and those undertaken as open market 
operations 


THE BANK AS LENDER OF LAST RESORT 

The Bank of England is always ready to supply cash to the 
banking system at a price. It wiU rediscount, that is purchase, 
bills of exchange that meet with its requirements, or make loans 
to the discount houses against eligible bills and bonds. This role, 
however, can be played in two ways, depending on what the Bank 
is hoping to achieve The Bank is always prepared to discount 
eligible paper, that is Treasury bills (usually not far from maturity) 
and first-class commercial bills, at its published Bank rate The 
essential point is that this is intended to be a penal rate, standing 
above rates current in the money market, so that a loss is suffered 
by a discount house that is obliged to rediscount at a Bank rate 
of 5 per cent bills that it has bought at a rate of 4 per cent A 
similar result ensues when a discount house comes to the Bank for 
an advance on the security of a bill , the rate which it is charged 
will be higher than the running yield it obtains on the bill over 
the period, usually seven days, for which the loan by the Bank is 
granted In the past these advances have been granted at Bank 
rate or at pubhshed rates fixed \ per cent above or below Bank rate, 
according to the strength of the penalty the Bank wanted to 
impose 

When the discount houses are forced ‘into the Bank’ at the 
penal rate for large amounts or for a prolonged period, they will 
react by raising the rates at which they are prepared to buy new 
Treasury bills, in order to mininuze their losses They may also 
be obliged to do so as a result of a rise in the call-money rates of 
the banks due to the very stnngency that forces the banks to 
oblige the discount houses to seek assistance from the Bank of 
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England Moreover, the banks and discount houses are sensitive 
to what they believe the Bank of England’s intentions to be, 
and if the Bank of England forces the discount houses to 
seek such assistance at the penal rate for large amounts they 
may interpret this as a desire on the part of the Bank to see 
higher market rates Thus the elfect is for market rates — bill 
rates and the commercial banks’ money-market loan rates — to 
rise 

From time to time the Bank may force the market to seek assis- 
tance at the penal rate for very small amounts, just to keep the 
discount houses alert and to remind them that the penal rate 
remains an mstrument not to be ignored, m these cases there will 
be little effect on market rates 

If the Bank of England wishes to act as lender of last resort 
without forcing up money-market rates it will rediscount bills 
at the current market rate through the purchases made by its 
special buyer, a small discount house, in the market, so that no 
loss IS incurred by the seller. The decision as to whether relief 
should be given at the penal rate or at the market rate lies entirely 
with the Bank When the Bank purchases bills at the market 
rate it is often described as dealing through its ‘back door’, its 
‘front door’ bemg its Discount Office, at which such transactions 
are carried out at Bank rate 

The Bank may supply cash at market rates by purchasing bills 
from the discount houses or from the banks In the former case 
the Bank’s assistance is usually described by convention as 
‘direct’ and in the latter as ‘indirect’ , purchases from the banks 
will generally occur when the Bank will take only those bills close 
to maturity, for most of these will have found their way into bank 
portfolios. This distmction between ‘direct’ and ‘indirect’ 
assistance is a topsy-turvy description of operations designed 
fundamentally to restore the cash ratios of the banks, the discount 
houses being merely intermediaries when the Bank supplies so- 
called ‘ direct’ relief 


SMOOTHING OPERATIONS 

The use of the ‘back door’ makes it possible for the Bank of 
England to prevent erratic disturbances of the banks’ cash reserves 
that would otherwise result in purposeless fluctuations in money- 
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market rates, if fixed cash ratios were maintained Today the 
mam potential source of these day-to-day shocks is government 
finance Government expenditure and receipts are now large in 
relation to the cash reserves of the banlrs, and in the absence of 
smoothing operations could cause frequent and sharp changes in 
bank cash reserves and thus in money-market rates from day to 
day In the absence of offsetting operations by the authorities 
the only way in which these disturbances to market conditions 
could be avoided would be for the banks to allow their cash 
ratios to vary, as may have been the case at times before the war 
The maintenance of a fixed cash ratio on a daily basis without 
frequent fluctuations in market rates requires cash ratios to be 
stabilized other than through the medium of assistance at Bank 
rate. 


The Ti easury Bill Issue and Bank Cash Ratios 

As the government’s balance with the Bank of England is 
normally kept to a mimmum working level, the form m which 
any net excess of government expenditure over receipts is financed, 
after making use of any inflow of extra-budgetary funds, including 
those accrumg from the sale of gold and foreign exchange reserves, 
IS by means of an issue of Treasury bills through the tender, and 
a surplus of receipts over expenditure is used to decrease the 
volume of bills outstanding by reducing the weekly offer of bills 
below the volume maturmg 

The course of Exchequer receipts is marked by a distinct 
seasonal hump in the last quarter of the fiscal year, when income 
tax and surtax receipts are at their peak In a year over the whole 
of which the Exchequer may be m balance, therefore, it will incur 
a deficit in the first three-quarters and a surplus in the fourth 
Fmance by the issue of Treasury biUs has the effect of offsetting 
the change in the banks’ cash ratios that would otherwise result 
When the Exchequer is in deficit, in which case its net payments 
would otherwise be increasing bank cash ratios (by raising bank 
cash reserves and deposits by the same amount), the increase in 
the Treasury bill issue draws off the rise in the banks’ cash 
reserves that would otherwise occur and adds to their money- 
market assets instead, in so far as the new Treasury bills are taken 
up by the discount houses, who finance their purchases by loans 
from the banks In the final quarter of the fiscal year the 
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outstanding volume of Treasury bills is reduced, and the excess 
of maturing bills over those on offer prevents the cash reserves of 
the banks from being depleted, for the proceeds of maturing bills 
held by the banks are paid into ‘Bankers’ deposits’. 

Except when the authonties deliberately pursue a different 
policy, expressly aimed at expanding or contracting the level of 
deposits, the mam course of government outlays and receipts is 
felt by the banks not m the form of a change m their cash reserves 
but as movements m their liquid-asset ratios as a whole When 
the Exchequer is in deficit the consequent rise in bank deposits 
IS accompamed by a rise m the liquid-asset ratios of the banks, 
and the shght deficiency of cash that results from deposits having 
mcreased while cash reserves remain unchanged can be made good 
at the Bank of England’s ‘back door’ The annual rise in liquid- 
asset ratios between the end of March and the end of December 
IS normally accepted by the banks as a seasonal movement 
and, as such, does not lead the banks to expand their earmng 
assets, apart from a seasonal increase in bank advances in the 
autumn 


Residual Discrepanaes 

The Treasury seeks to adjust the weekly bill issue in accordance 
with its knowledge of the future course of government outlays 
and receipts, but this caimot be done with perfect precision. 
Day-to-day discrepancies are bound to occur, especially when 
large payments have to be made on a smgle day, such as those made 
to farmers by the Milk Marketing Board twice a month and to 
doctors by the Ministry of Health. When net government expen- 
diture outruns receipts from Treasury bills taken up from the 
previous tender the Exchequer finances itself by borrowing from 
the Bank of England, the consequent transfer from ‘Public 
deposits’ to ‘Bankers’ deposits’ can be offset by the sale of 
existmg bills by the Bank m the money market, sometimes 
described as ‘reverse selling’, and the Exchequer’s borrowmg from 
the Bank can be repaid at a later date Similarly, when the 
Exchequer’s surplus exceeds the reduction in the Treasury bill 
tender issue (or more precisely the reduction m the holdmgs of 
the banks and discount houses) the banks’ cash ratios can be 
restored by the purchase of bills by the Bank of England through 
Its ‘back door’ Similar tactics can also be employed to offset 
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fluctuations m bank cash ratios due to seasonal swings in the 
volume of notes in circulation. 

Smoothing Operations and Money-market Rates 

The Bank of England is thus in daily contact with the banks 
and discount houses by virtue of its smoothing operations 
Superficially the greater part of these will appear to be directed 
at the discount houses Each day by three o’clock the discount 
houses must ‘balance their books’, that is settle the net difference 
between funds being called in from the banks (and other institu- 
tions) and those being made available, leaving themselves with no 
net cash and no loans still to be repaid on that particular day. 
To do this the discount houses obtain cash from the Bank of 
England when there is a net balance to be repaid or buy bills 
(or bonds) whenever, on balance, the banks and other institutions 
are net lenders to them on the day In the former case cash will 
always be made available by the Bank at a price, in the latter, 
existing bills will be sold by the Bank in sufficient quantity to 
mop up excess cash. 

'This daily contact between the money market and the Bank of 
England enables the lattei to exert a measure of continuous control 
over money-market rates of interest that can be used, within 
limits, without altering Bank rate itself By adjusting the quantity 
of cash that it is prepared to make available through the ‘back 
door’ the Bank is m a position to influence the day-to-day move- 
ment of money rates The necessity for smoothing operations 
provides a useful opportunity for causing a shift in market rates 
in relation to Bank rate, especially as the market is always anxious 
to gauge the Bank’s intentions 

OPEN MARKET OPERATIONS 

Open market operations are purchases or sales of securities 
undertaken by the central bank m order to influence interest 
rates, the level of bank cash reserves, or the volume of deposits 
held by the public Although m their broadest sense open market 
operations include smoothing transactions, it is useful to regard 
the latter as a readjustment of cash reserves to a ‘change’ in the 
monetary situation and the former as one possible type of change 
Itself This distinction has perhaps only become significant since 
the war 
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Opetations to Fix Interest Rates 

The ability of the Bank of England to influence interest rates 
depends ultimately on its willingness and its ability to supply 
cash or securities in sufficient amounts If the Bank wishes to 
prevent the rate of interest yielded by a particular class of security 
from falling below a certain level, it has to be ready to sell sufficient 
quantities whenever the demand for that security threatens to 
drive Its yield below this If the Bank wishes to place an upper 
limit on the rate of interest, it has to stand prepared to buy In 
the extreme case, in which the Bank wishes to hold or ‘peg’ the 
rate of interest at a constant level, it has to be prepared to act as 
either buyer or seller if necessary, according to the pressure of the 
market, In all cases the policy of the Bank will be made easier 
if other operators are convinced of the Bank’s determination and 
ability to carry out its intentions 
The Bank has taken action to ‘peg’ the rate of interest at a 
constant level in the case of Treasury bills, between 1940 and 1945 
and again between 1945 and 1951 In these years the Bank of 
England kept its ‘back door’ always open. It was always willmg 
to buy or sell bills at the fixed discount rate of i per cent per 
annum between 1940 and the end of 1945 and at ^ per cent 
thereafter until October 1951 During this period Bank rate, 
which stood at 2 per cent, had no influence as a penal rate, and 
the authonties had effectively pegged the market rate of discount 
At other times Bank rate provides an example of a maximum 
rate of interest set by the Bank, in that, as long as the Bank is 
always willing to rediscount ehgible bills at a stated Bank rate, 
the rate of interest on these cannot exceed bank-rate, since no 
holder need sell them at a higher rate (that is at a lower price) 
if the Bank will give him better terms 

Objectives of Open Market Operations 
Within these limits a range of objectives may be pursued by 
the Bank m the money market or in the market for government 
bonds. The Bank may wish to shift the whole pattern of interest 
rates up or down in order to influence the supply of and demand 
for loans , or it may wish to alter the shape of the pattern, buying 
short-term securities and selling long-term stocks, for example, 
so as to ease a coming conversion operation by bringing the 
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maturing stock into its own portfolio. It may, on the other hand, 
operate only m one class of security in the hope that the effect on 
Its yield will be transmitted to shorter- or longer-term stocks. 
Whatever its object, intervention by the Bank can usually be 
expected to be assisted by the effect of its initial steps on the 
expectations of other operators, many of whom will try to 
anticipate the authorities’ further actions in the hope of making 
a profit or avoiding a loss 

The emphasis of open market operations may, however, be 
placed on changes in the banks’ cash reserves For example, if 
the authorities wish to induce the banks to expand their ‘earning’ 
assets, the Bank of England can buy securities from the public. 
Here, too, the immediate effect will also be to tend to lower 
interest rates on the class of security purchased — the rise in the 
price of the security being needed to tempt existing holders to 
sell — and the impact of the banks will take the form of an equal 
mcrease in cash reserves and m the deposits of the public 

Open Market Operations and Bank Cash Reserves 

The sequence of events can be illustrated by considering their 
effect on an imagmary consohdated balance sheet of the com- 
mercial banks, but ignoring ‘non-monetary ’ assets and any changes 
m the public’s demand for notes that might be caused in the 
process The latter could modify the course of bank cash reserves 
in either direction. 


Staob I 

Cash ratio 8 per cent Liquidity 


Cash 

Money market assets 


Liquid assets 
Earmng assets 


ratio 30 per cent 

%of 

jdm. deposits 
80 8 


300 30 

700 70 


Deposits 


Stage II. The Bank of England buys ^30 million of government 
bonds from the public In its own accounts ‘ Bankers ’ deposits ’ 
rise by this amount, and there will be an identical increase in 
‘Government securities’ in the Bankmg Department or in the 
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‘Other government securities’ of the Issue Department — in the 
latter event the Banking Department would be ‘paid ’ by a transfer 
of notes from the Issue Department The balance sheet of the 
commercial banks would be as follows 


Stage II 


Cash 

Money market assets 


%of 
denosits 
no 10 6 

320 31 3 


Liquid assets 
Earning assets 


330 


Deposits 


Thus m Stage II the cash ratio has been increased to 10 6 per 
cent and the liquidity ratio to 31 9 per cent. The banks cannot 
restore their cash ratio to 8 per cent by adding to their ‘earmng’ 
assets alone, for this would bring their liquidity ratio well below 
30 per cent, if the banks increased their ‘earmng' assets to 
^1,045 million so as to cause deposits to rise to ,^1,375 miUion, 
or 12 J times ,^110 milhon, their hqmdity ratio would fall to only 
24 per cent. 

In other words, for the banks to restore both their cash and 
their liquidity ratios, they must be enabled to increase their 
money-market asset holdings. This might be possible to some 
extent if the increased bank demand for money-market assets led 
them to reduce their rates on money at call and short notice For 
this might enable the discount houses to raise their bid for Trea- 
sury bills and so increase their share of the total issue, and perhaps 
to add to their bond holdings , in practice the Bank will generally 
regard such a reduction m money rates as consistent with the 
expansiomst aims of its initial purchases from the public But if 
the latter were on a large scale, it is unlikely that the fall in money 
rates would enable the banks to restore their money-market asset 
holdings with sufficient speed — imtially ‘money’ would be ‘un- 
lendable’ and rates would behave erratically at very low levels 
It follows that the Bank of England, in order to enable the banks 
to restore both their cash and their liquidity ratios, would have to 
supply the banks with part, at least, of their additional money- 
market assets, by selling bills (or short-dated bonds) to the 
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discount market The final equihbrium stage would be as 
follows 


Stage III 

%of 

£m deposits 

Cash 88 8 

Money market assets 343 33 


Liquid assets 
Earning assets 


330 30 

770 70 


Deposits 


The initial injection of cash m the form of security purchases 
of £2° million, With an equal increase in the banks’ total liquid 
assets, has thus enabled the banks to add £jo million to their 
‘ earnmg ’ assets to support a total increase in deposits of X ,^30 
million, i e £100 million If, as is hkely, the increase m deposits 
was accompamed by a rise in the public’s demand for notes, the 
final expansion in deposits would have to be correspondingly 
smaller unless the Bank mjected further cash into the system in a 
similar way 

It IS instructive to compare the process as represented by 
Stages II and III with what would be the sequence if the Bank 
bought £20 nullion of securities, not from the public, but from 
the banks or discount houses, in the form of Treasury bills In 
this case Stage II would be as follows • 


Cash 

£m 

%of 

deposits 

Money market assets 

190 

19 

Liquid assets 

300 

30 

Earnmg assets 

700 

70 

Deposits 




The rise in the banks’ cash reserves would thus take place at 
the expense of their money-market assets, leaving their liquid- 
asset ratios unchanged. No direct change in the level of ‘earmng’ 
assets or m deposits could ensue as long as the 30 per cent liquid- 
asset ratio were maintained, instead the Bank’s purchases, the 
glut of cash and the corresponding shortage of money-market 
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assets in the banks’ portfolios would drive down money rates and 
oblige the Bank of England to ‘mop up’ the excess cash in the 
system to enable the 8 per cent cash ratio to be restored The 
Bank would be in a position to supply bills at lower rates of 
discount But unless the commercial banks could acquire bills 
from other holders by bidding up their price, which would enable 
them to raise both their liquid assets and their deposits, the only 
equilibrium position would be that of Stage I, the original 
situation 

In the situation in which the Bank’s open market operations 
took the form of a sale of bills to the discount market, Stage II 
would be as follows 


%of 

£m deposits 

Cash 50 S 

Money market assets 250 25 


300 30 

700 70 


Deposits 1,000 100 


Here the cash ratios of the banks have been shown as being 
depressed to a mere 5 per cent, but liqmdity ratios are unchanged 
owing to the increase in money-market assets Before this process 
was a day old, however, the banks would restore their cash ratios 
by calling in their loans to the money market, and we should be 
back to Stage I again However, the imtial sale of bills would 
raise money rates, and by forcing the market to come to it for 
assistance the Bank of England would be m a position to call the 
tune, dictating the terms on which it was prepared to act as lender 
of last resort. In practice the whole operation, if on a large scale, 
would only be undertaken in order to force the market ‘into the 
Bank’, that is to accept help at the penal rate and so cause market 
rates to rise There would, however, be no direct change in bank 
deposits. 


Liquid assets 
Earning assets 


Cash Reset ves and Money-market Assets 
Is there a paradox here ? We have said that the banks work to 
a cash ratio of 8 per cent, implying that a change in their cash 
reserves of £X million involves a change in deposits of £12- 
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million But in these two examples of bill operations, the impact 
effect of which was to change cash reserves by £2° niillion, the 
Bank of England is shown as having been obliged to restore the 
original situation, leavmg cash reserves and deposits unchanged 
What has happened to the argument that the Bank can control the 
level of deposits by acting on bank cash reserves ? 

The explanation is that the 8 per cent rule says what the change 
in deposits will be IF the banks’ cash reserves are changed by a 
given amount ‘permanently’, that is to say after they have taken 
whatever action is necessary from day to day to maintain their 
cash ratios. The 8 per cent rule does not say how the necessary 
change in cash reserves is to be enforced in a system in which the 
Bank is always prepared to act as lender or borrower of last resort, 
mopping up in the afternoon surplus cash that it has created in 
the mormng, or restoring cash that it has just withdrawn 
The banks will respond to a reduction in their cash ratio to 
below 8 per cent by calling in loans to the discount houses or by 
reducing their bill holdings, but as long as their money-market 
assets are sufficient to maintain the 30 per cent liquidity ratio, 
after their cash ratio has been restored, the banks need take no 
further action. Given the 30 per cent convention, therefore, if the 
authorities wish to reduce the level of deposits, they must somehow 
or other cut the supply of money-market assets to the banks to 
below 22 per cent of deposits with the cash ratio at 8 per cent In 
other words, in order to secure a reduction in bank cash reserves as 
a ‘permanent’ feature the authorities must somehow draw down the 
banks’ money-market assets giving the banks cash in return 

Sinularly, to increase the level of deposits by acting on the 
banks’ cash reserves the authorities must supply the banks with 
sufficient hquid assets in addition to cash 
Thus It IS true that the Bank of England can control the level 
of bank deposits and the volume of bank ‘earning’ assets as a 
whole by its powers of control over the banks’ cash reserves , but 
under the present system, in order to secure a change in these and 
yet permit the Bank to act as lender (or borrower) of last resort, 
the authorities must also be able to bring about an appropriate 
alteration in the supply of money-market assets to the banks 
A reduction may occur almost automatically if the Exchequer 
has an overall surplus, or if the country’s gold and dollar reserves 
are declining at a rate in excess of any overall deficit in the 
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Exchequer accounts For the result is to cause a transfer of cash 
from the public to the authorites, enablmg a reduction in the 
issue of Treasury bills to be made. Apart from this, the supply 
of money-market assets to the banks can be dimmished by 
‘funding’ operations or by mfluencmg the demand for Treasury 
bills by the public For the sake of simplicity the Exchequer can 
first be assumed to be m balance 


Funding Operations 

Although the ‘funded’ debt of the Exchequer consists only of 
securities with no fixed redemption date, the term ‘funding’ has 
come to be applied to the sale of government bonds of any maturity 
to the public in order to replace Treasury bills held by the banks 
and discount houses For its opposite, ‘unfunding’, there is an 
even less authentic Imeage 

Suppose the Bank of England sells bonds to the public to the 
amount of ^30 milhon and uses the proceeds to purchase Treasury 
bills from the banks or discount houses The picture, shown as 
an artificial series of ‘stills’, would be as follows 


I II III IV 


% £m % £m % £m % 
Cash 80 8 so 5 2 80 8 a 7a 8 

Money market assets 220 22 220 22 7 190 19 7 198 2a 


Liquid assets 300 30 270 27 9 270 27 9 270 30 

Earning assets 700 70 700 72 i 700 72 1 630 70 


Deposits 


1,000 100 970 too o 970 too o 900 100 


In practice. Stages II and III would be simultaneous. The 
reduction in the liquid-asset ratio in III leads the banks to 
contract their ‘earmng’ assets and their deposits until the 30 
per cent ratio is restored In the process, other things being equal, 
the sale of government bonds by the Bank of England would tend 
to raise interest rates on such securities, and this effect would be 
strengthened as the banks sold investments or called in advances, 
forcing borrowers to seek other methods of finance. In the money 
market, on the other hand, the desire of the banks to exchange 
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surplus cash foi money-market assets following Stage III would 
bring down money rates, including bill rates, between Stages III 
and IV * 

The effect on money rates has been expressed in this way rather 
than by saying that the Bank’s purchase of bills has been the 
cause, because the greater part of this purchase (namely, 
million) has had to be made in order to prevent a shortage of 
cash that would otherwise have caused a sharp rise m money rates 
Given the pattern of market expectations about the future of 
rates, money rates can be said to depend on the relationship 
between the supply of bills and the supply of cash from the 
banks (and other lenders), and it is only in the movement from 
Stage III to Stage IV that the balance of supply and demand is 
altered in this way 

It IS worth looking at the final result*^* of these operations as 
reflected in the Bank of England’s assets and liabilities The 
Bank has sold bonds to the amount of nulhon, decreasing the 
item ‘Government securities’ in the Banking Department or 
‘Other government securities’ in the Issue Department It has 
also bought £22 million of bills, which would increase one of these 
two asset items, so that the Bank’s assets have fallen on balance 
by ;£8 million This is exactly equal to the reduction m the banks’ 
cash reserves, which are liabihties of the Bank of England When 
the Treasury bills purchased by the Bank mature, they can be 
replaced by an issue of tap bills to the Bank Alternatively, the 
maturing bills can be replaced by other securities newly issued 
to the Bank or by securities sold to the Bank by another govern- 
ment department, which in turn can take up new tap bills 

Whatever the exact arrangements the process of funding would 
result in a reduction in the issue of tender bills. The government’s 
accounts as a whole, however, would remam m balance. The 
£22 million decrease m the Exchequer’s indebtedness to the 
bankmg system m the form of Treasury bills has been offset by 
an increase of ^30 million m its indebtedness to the public and a 
reduction of £8 million in the Bank of England’s indebtedness to 
the commercial banks, the net indebtedness of the complex of 
government departments as a whole to the non-government sector 
has not changed. 

* It must be stressed, once more, that the probability of a change in the note 
circulation has again been ignored 
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‘ Unfundtng’ 

‘Unfunding’ would work in reverse If the Bank of England 
simultaneously sells bills to the discount houses and buys bonds 
from the public the effect is to raise bank deposits and liquid 
asset holdings by the same amount, the increase in the banks’ 
liquidity ratios making possible an expansion of ‘earnmg’ assets 
and therefore an increase in deposits 

In one respect, however, the sequence of events need not be 
exactly the opposite of the funding process The banks are under 
no compulsion to prevent their liqmd-asset ratios from rising 
above 30 per cent if they are unwilhng to risk a future faU m gilt- 
edged prices or dilute their standards of credit-worthiness 

The addition to the volume of bills in the hands of the banks 
and the discount houses produced by ‘unfunding’ would have 
to be repaid on maturity out of the proceeds of new bills issued 
through the weekly tender. If the operation were carried out by 
a department other than the Bank of England the pattern of 
events would be somewhat different, although the result would 
be the same The department would buy bonds from the pubhc 
out of the proceeds of tap bills specially repaid by the Exchequer, 
which could finance these repayments by an mcrease in the issue 
of tender bills 

Funding ma the Banks 

These examples of open market ‘funding’ and ‘unfunding’ 
operations have been described m terms of bonds sold to or bought 
from the pubhc. The final effect on the banks’ cash reserves will 
be similar if transactions are conducted by the authorities with 
the banks instead, but the assets held by the pubhc will not be 
directly affected The sale of bonds to the banks, the proceeds of 
which are used to reduce the money-market assets of the banks, wdl 
not immediately reduce the level of deposits but, by substituting 
bonds for money-market assets, will reduce the hquidity ratios oi 
the banks In practice, of course, the banks would be unwilling 
to purchase bonds if at the outset their liquidity ratios were 
already at a mimmum If liquidity ratios were well above 30 pei 
cent, however, this implies that the banks preferred not to add tc 
their investments at the current level of interest rates, so that h 
the authorities wished the banks voluntarily to purchase bonds ai 
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the expense of their money-market assets they would have to 
adjust the pattern of interest rates so as to make bonds relatively 
more attractive than bills. 

In November 1951 hqmdity ratios were at the very high level 
of 39 per cent when the authorities began to change the direction 
of monetary pohcy towards a more positive control of deposits 
To do tbs It was first necessary to bring bank liquidity ratios much 
nearer 30 per cent , the measure adopted by the Bank of England 
was that of ‘inducing’, by means of informal pressure, the banks 
and discount houses to subscribe to special issues of Serial Funding 
Stocks with lives of one, two, and three years and amountmg to 
,^^1,000 million, payment being made in the form of Treasury bills 
In consequence liquidity ratios were cut to 32 per cent, not long 
before the period of seasonal pressure on bank liquidity, and in 
the event the banks were forced to sell some £ioo million of 
investments. Tbs ‘forced funding’ was generally accepted as an 
emergency once-and-for-all measure needed to clear the ground 
for a radical change in policy, but some concern was expressed in 
the financial world at the repetition of such tactics a year later, in 
October 1952 In the next round of conversion operations, in the 
autumn of 1953, the element of compulsion was not reintroduced 

Voluntary funding m 1951 and 1952, whether conducted with 
the banks or the public, would have required higher interest 
rates on government bonds, and this the government was not 
prepared to accept, in 1953, on the other hand, interest rates 
were tending to fall, making voluntary funding easier to achieve 

OTHER OBJECTS OF FUNDING 

In this section funding operations have been presented as a 
means of controlhng the level of deposits This is not their only 
use. The main object of the government’s policy m pursuing such 
tactics might be to raise long-term interest rates, the effect on 
deposits being a secondary consideration It may also be noted 
that the first impact of official sales of bonds to the pubhc will 
be to reduce the deposits held by the pubhc, who can be induced 
by a sufficient increase in the rate of interest to exchange bank 
deposits for bonds The authorities may not press their sales to 
the point of forcing bank liquidity ratios below 30 per cent, so 
that there is no multiple contraction of deposits The authorities 
may be content with a modest reduction in the hquidity of the 
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public as part of a policy aimed at preventing inflation, in the hope 
of making it rather more difficult for people to spend m the future, 
for a further rise m interest rates, involving a fall m security 
prices, might deter people from selling their bonds at a loss in 
order to finance expenditure in excess of their current income 
Alternatively, open market operations may be earned out primarily 
With the aim of absorbing excess bank liquidity, making it difficult 
for the banks to expand deposits in the future 

Traditionally, funding, in the sense of lengthemng the average 
term to maturity of the national debt, has always seemed a 
desirable long-term pohey to Chancellors of the Exchequer, 
because a national debt that consists to a large extent of Treasury 
bills or short-dated bonds is much more vulnerable to a rise m 
interest rates, particularly to a rise in Bank rate, the historic 
monetary weapon Indeed, the reluctance of the government to 
pursue a policy involving high short-term interest rates m order 
to check excessive spendmg during the earlier years of the post- 
war inflation may be attributed, if only m part, to the size of the 
short-term debt As part of the floating debt is m the hands of 
overseas holders a high Treasury bill rate imposes a ‘real’ burden 
on the country. Unfortunately, while funding itself tends to lower 
money rates, the increase m long-term rates that new gover nm ent 
issues, whether in the form of special funding issues or conversion 
stocks, have to bear is a burden that has to be borne over the 
whole life of the securities concerned Therefore a period in which 
issues of government bonds are falling due for redemption in 
large quantities and in which the market rate of interest on bonds 
IS higher than that on Treasury bills is not usually regarded by 
the Treasury as a favourable opportumty for lengthening the 
term of the national debt, unless the present long-term rate is 
sigmficantly below that at which the authorities expect it to 
remam over the future 

THE DIVERSION OF TREASURY BILLS TO THE PUBLIC 

If the mam object of funding is to reduce bank liquidity by 
removing both cash and Treasury bills (or loans against Treasury 
bills) from the assets of the banks, the same purpose will be served 
if a larger part of the Treasury bill tender issue is taken up by 
the pubhc, whose payments to the Exchequer draw on the banks’ 
cash reserves Large commercial concerns and financial institutions 
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such as insurance companies and building societies may be 
induced to hold a greater proportion of their liquid resources in 
Treasury bills if their yield is sufficiently more rewarding than 
other assets that can easily be turned into cash 
The chief alternative to holding Treasury bills is the use of 
deposit accounts In order to mduce large companies and financial 
institutions to take up bills instead, the authorities must therefore 
raise the yield on Treasury bills relatively to that offered on deposit 
accounts. For about a century the London banks have linked 
their deposit rate to Bank rate, so that such a policy involves 
raising market rates in relation to Bank rate, by open market sales 
of Treasury bills or by use of the Bank’s power m smoothing 
operations A rise in bill rates in this way had some effect in 
reducing bank liquidity in the nineteen-twenties and again during 
the tight-money policy of 1955. 

A reduction in bank hquidity will also take place if the public 
take up any assets sold by the authorities, mcludmg Tax Reserve 
Certificates, Post Office deposits and other instruments of National 
Savings, all of which enable the issue of Treasury bills to the banks 
to be curtailed 

BANK RATE AND THE BANKING SYSTEM 
A change in Bank rate, the traditional weapon of the Bank of 
England, can be said to have three types of effects on the banking 
system — ^semi-automatic, psychological, and indirect 

Semi-automatic Effects 

Its senu-automatic effects derive from the arrangements whereby 
certain lendmg and borrowing rates of the banks are linked to 
Bank rate The London banks have agreed as to a maximum 
deposit rate since the middle of the last century, when competition 
between the banks for deposits and the high rates that ensued led 
the banks to discount doubtful commercial paper in order to 
cover their costs, a policy whose risks were exposed in the banking 
cnsis of 1857 In 1921 the banks reached formal agreement on a 
minimum rate for loans to the money market, the arrangement 
having the blessing of the authorities, who were at that time 
anxious to keep market rates up to Bank rate. 

The margin between these two rates and Bank rate and the gap 
between the deposit rate and mimmum call-money rate (which is 
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an important element in the banks’ profits) are by no means fixed 
permanently Changes have occurred in their relationship from 
time to time, the spread being compressed when Bank rate has 
been low and extended when it has been high In the short-run, 
however, these margins have been relatively stable, so that 
changes in Bank rate have generally been followed by movements 
in the deposit rate and call-money rate in the same direction and, 
except at the extreme limits of Bank rate, to the same extent 
The minimum short loan rate has a direct influence on other 
money-market rates, including the Treasury bill rate, which can 
fluctuate between this level and Bank rate itself, according to the 
pressures of the market and the actions of the authorities 

Only part of the money lent by the banks to the discount market 
IS offered at the imnimum rate, in practice there have been a 
number of rates to which different conditions are attached, such 
as ‘overmght’ money and ‘privilege’ money, the latter always 
being made available up to certain amounts , money ‘at call’ may 
be genuinely at call, or understood, by the discount houses at 
least, to be more in the nature of a ‘fixture’. The proportion of 
money lent at rates fluctuating from day to day has varied. Neither 
the level of marginal rates nor the bill rate itself will change by as 
much as Bank rate if the market has already anticipated, or been 
forced to anticipate, the change m Bank rate 

Movements m the rates charged by the banks on their advances, 
which do not appear to be subject to open agreement, may perhaps 
be described as ‘demi-seim-automatic’. For many years the 
banks are believed to have been guided by the formula of ‘ i per 
cent above bank-rate, minimum 5 per cent’, but competition 
between the banks, and between the banks and the new-issue 
market and other sources of finance, leads in practice to flexibility 
at both ends of the scale of borrowers 

Psychological Ejfects 

The psychological effectiveness of bank-rate depends on the 
reliability of a change in the rate as a guide to future monetary 
policy. If the banks and discount houses regard a rise in bank- 
rate after a period of stability as the prelude to a further increase 
or as a warning of open market operations, market rates can be 
expected to move up sharply close to the new Bank rate The 
banks may be led to the conclusion, moreover, that it would be 
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prudent not to let their liquidity ratios fall below a level which 
in easier circumstances they would regard as ample If they are 
convinced that official policy will lead ultimately to less profitable 
business conditions, they may go so far as to prune their advances, 
by trimming marginal amounts off loans to weaker borrowers 

Indirect Effects 

The ability of a change in Bank rate to influence indirectly the 
level of ‘earning’ assets which the banks regard as safe lies in the 
possibihty that the movement in the rate will cause a change in 
the condition of the gilt-edged market through the actions of 
other operators If a rise m Bank rate causes uncertainty as to 
future bond prices the reluctance of the banks to add to their 
‘earning’ assets may be strengthened, and in a situation in which 
the banks are none too sure of the adequacy of their liquidity 
ratios this indirect result may take the form of a voluntary reduc- 
tion in ‘earmng’ assets. The weaker the gilt-edged market the 
greater the likelihood that the restrictive consequences of a rise m 
Bank rate will be felt by advances Correspondingly, a reduction 
in Bank rate can be expected to induce the banks to adopt a less 
austere policy regarding their ‘earning’ assets 

Bank rate and the Floating Debt 

The effectiveness of Bank rate alone as a means of controlhng 
bank deposits now depends largely on what the banks regard as a 
safe liquidity ratio This Imk is very different from that which 
helped to make Bank rate a powerful weapon before the First 
World War. The contrast lies in the fact that the greater part of 
the banks’ holdings of money-market assets consists of Treasury 
bills or of loans against Treasury bills , a rise in Bank rate has no 
effect either on the credit-worthiness of the Exchequer or on its 
immediate willingness to borrow. Before 1914, on the other hand, 
the banks’ money-market assets were almost entirely commercial 
bills, or loans against commercial bills, and a rise m Bank rate 
could operate with greater potency, for the quantity of commercial 
bills in the banks’ possession, and thus the level of deposits, could 
respond to changes in the degree of credit stringency and to 
changes in expectations on the part of both lenders and borrowers 
regarding the business outlook, on which substantial movements 
in Bank rate could be expected to have an influence Both the 
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supply of and the demand for commercial bills, especially those 
not of the first quality, would tend to react to sharp changes in 
Bank rate in an economy in which the maintenance of prosperous 
business conditions, such as those we have now experienced for 
almost twenty years, was not to be taken for granted 

The growth of the floating debt therefore takes its place with 
other repercussions of the growth of government expenditure as a 
factor that has taken one edge off the weapon of Bank rate just as 
Britain’s decline m the world of international finance has blunted 
the other Before 1914 part of the loss of gold that was the cause 
of a rise m Bank rate was usually reversed by the effect of the 
increase in money rates m London m dimmishing the flow of 
short-term lending by this country m other financial centres As 
a result the contraction of ordinary busmess operations in Britain 
which had to be secured for Bank rate to succeed m its object of 
restoring the Bank’s gold reserve was itself usually small in the 
period before 1914 

Keeping Bank rate 'Effective' 

The power of Bank rate as a penal rate hes in its standing above 
market rates When action is taken by the Bank to make its rate 
‘effective’, that is to force money rates closer to Bank rate, by 
driving the market to seek assistance at the penal rate, its effect 
as a penalty is reduced if money rates have settled down close to 
Bank rate. In this case open market operations m the bill market 
can have a marked effect on money rates only if Bank rate is raised 
still higher. 

A rise m money-market rates may have psychological and indirect 
effects on the banks similar to those of an increase in Bank rate 
Itself If open market operations in bills are undertaken by the 
Bank to drive up bill rates the banks may interpret this as a sign 
of a general change in official policy towards greater stringency 
and act accordingly. The gilt-edged market may also be affected 
through the reaction of other investors, mducing the banks to 
remain content with a higher hquidity ratio than previously 

MONETARY CONTROL BY COMPULSION 
Since the war, governments of both parties have made use of 
their powers of compulsion, largely m the form of directives or 
‘requests’ issued to the banks by the Chancellor or by the 
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Governor of the Bank of England Their mam object has been 
to check the growth of advances. Not until 1955 did the govern- 
ment instruct the banks to make an actual reduction in the ag- 
gregate of advances , this was also the year in which the authorities 
are first thought to have ordered the banks to adhere to what was 
previously only a conventional immmum liquidity ratio of 30 per 
cent. Official control over advances has for the most part been 
exerted by requests to the banks to restrict the provision of 
credit to certain so-called non-essential borrowers. 

Instructions to the banks may be thought desirable by the 
authorities in order to prevent the former from taking advantage 
of ample liquidity ratios to expand advances. The authorities may 
tolerate excessive bank hquidity if the banka add to their holdings 
of investments instead, on the grounds that, although both an 
expansion of advances and an increase in bank investment port- 
folios add to deposits, those created by bank advances are more 
inflationary, being used directly for spendmg, whereas deposits 
created by purchases of securities by the banks are more likely to 
remain idle The authorities may alternatively expect the banks 
to use surplus liquidity to take up bonds sold by government 
departments, or directives may be aimed at ensuring that the 
banks react to a shortage of hquid assets by reducing advances 
rather than investments 

Instructions to reduce advances are necessary only if the 
authorities are unwilling to accept the higher level of interest 
rates that might result if they used open market operations or a 
rise in Bank rate to reduce excess bank liquidity, to induce the 
banks to work with liquidity ratios above 30 per cent, or to restrict 
advances rather than investments. Directives do not always 
prevent the growth of bank advances, for bankers find it hard to 
turn away insistent and credit-worthy borrowers when their 
liquidity IS ample The task of discriminating agamst business 
transactions deemed by the government to be national luxuries is 
not one that, considering the generality of the criteria offered by 
the authorities and the actual complexity of the economic fabric, 
IS likely to be pursued without some arbitrariness and inconsis- 
tency , and the suspicion of undue generosity to large concerns is 
not easily dispelled. Discrinunation in favour of ‘essential’ 
borrowers may be insufficient to prevent excessive credit creation, 
for in a vigorous boom the aggregate of even ‘essential’ investment 
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planned by industry may outrun the economy’s resources It is 
not even certain that industrial borrowers turned away by the 
banks (or the Capital Issues Committee) need be deprived of 
finance at all if the economy is sufficiently liquid, for the sub- 
stantial growth in trade credit since the war indicates that those 
concerns looked on with favour by the banks (and the C I C ) 
may be able to share their augmented liquid resources with those 
outside the official pale Loans may also be obtainable from 
institutions outside the ordinary banking system, such as hire- 
purchase finance houses and similar concerns, 

‘ Spend Deposits ’ 

In July 1958 the government announced a scheme whereby the 
Bank of England could require the banks to put into special 
deposits at the Bank of England a stipulated percentage of their 
gross deposits Special deposits are to be treated as non-liquid 
assets and will earn interest equal to the rate on Treasury bills 
This scheme was stated to be a temporary one pending the 
recommendations of the Radclrffe Comimttee on the working of 
the financial system, but it evidently reflects the view of the 
authorities, based on their experience of the past few years, that 
some such compulsory arrangement will continue to be necessary 
The operation of special deposits will not markedly differ from 
the effect of open market operations in government securities if 
they are to be used to cause an actual reduction in bank deposits, 
by depressing liquidity ratios to below 30 per cent, but their use 
would allow the authorities to mop up excess bank hquidity, and 
thus to forestall a rise in deposits, without pressing sales of 
government securities on a weak market It is therefore the 
reluctance of the authorities to cause the sharp increase in mterest 
rates that a vigorous funding policy may entail that underhes the 
decision to return to a system that is basically similar to that of 
the Treasury Deposit Receipt It has no special value, on the 
other hand, as a means of expanding deposits 

OPEN MARKET OPERATIONS AND ‘CHEAP MONEY’ 

The ability of the authorities to use departmental funds facih- 
tates the implementation of a ‘cheap money’ policy, that is one 
aimed at producing low interest rates Purchases of bonds by the 
authorities, followed by the addition to the banks’ own holdings 
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made possible by the consequent expansion of their cash reserves, * 
will normally raise gilt-edged prices. Open market operations in 
bonds are not the only method of reducing long-term interest 
rates, however Before 1932 the traditional approach of the Bank 
of England to a situation in which lower mterest rates seemed 
desirable was to concentrate on bill rates, by purchasing bills in 
the market and by reducing Bank rate, leaving the effect to be 
transmitted to longer-term securities through the reaction of 
investors Sometimes these operations, while sharply reducing 
bill rates, had little effect on long-term yields Although it is 
now more widely accepted that a policy aimed at causing substantial 
movements in long-term interest rates may require olEcial 
intervention directly in this section of the market, the view that 
the authorities should act so as to bring about changes in long- 
term interest rates directly does not command umversal assent, 
particularly in the U S A Opposition to direct official interven- 
tion IS usually based on the view that it would be detrimental to 
the free working of the gilt-edged market as a market and that the 
long-term rate should be left free to reflect what in some quarters 
are described as fundamental natural forces 

One difference between open market purchases of bills and the 
process of ‘unfundmg’ is that the latter may cause money rates 
to rise, by analogy with the movement between Stages III and IV 
shown in the illustration of funding, the enlarged supply of bills 
presses on the banks’ cash reserves To prevent this the Bank 
would have to make open market purchases of bills. Alternatively, 
bills held by the banks could be paid off out of the proceeds of 
loans to the Exchequer by the Bank of England, for this would 
provide the banks with surplus cash and thus make them eager 
to purchase Treasury bills The policy would also be assisted 
by a reduction m Bank rate 

CONVERSION OPERATIONS AND BANK LIQUIDITY 

Switches from one security to another within official portfohos, 
leavmg their total values unchanged, often play a part in the 
conversion of maturing stocks A government department can 
buy up a bond approaching maturity by selling a longer-dated 
stock, thus making a ‘successful’ conversion more likely 

• The authorities would have to supply the requisite increase in money 
market assets as well 
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When conversion operations necessitate payments to existing 
holders of the maturing stock who decline the offer of a new stock 
in exchange, however, the Exchequer will normally provide the 
necessary cash by an increase in the Treasury bill issue If these 
holders are members of the public the effect is exactly as if the 
authonties had pursued an open market pohcy of ‘unfundmg’, 
causing an expansion of deposits and an increase in bank liquidity 
ratios Conversion operations may therefore loosen the control of 
the authorities over the banking system unless surplus bank 
liquidity can be drawn oflF, for example by open market sales of 
bonds. 

When the cash pa3maents involved in conversion operations are 
made to discount houses, which will often be the holders of the 
maturing stock, the result of the increase in the issue of Treasury 
bills needed to provide the cash is merely to substitute bills for 
the bonds maturing in the portfolios of the discount houses, leaving 
the liquidity of the banks unchanged if the additional bills are all 
taken up by the discount houses 



PART V 


THE DETERMINATION OF 
SECURITY PRICES 




CHAPTER 30 

THE DETERMINATION OF 
THE RATE OF INTEREST 

AN INTRODUCTORY SUMMARY 
It IS a useful first approximation to consider the complex of interest 
rates as a whole, by pretending that there is only one class of 
security, an irredeemable fixed-interest stock with no risk of 
default This brings into sharper focus forces bearing on all 
fixed-interest securities. It is in this sense that the term ‘the rate 
of interest’ is used throughout this and the following chapter, 
which aim at making a broad survey of the factors influencing the 
rate of interest m the modern industrial economy where capital 
is for the most part m private hands 

THE RATE OF INTEREST AS A PRICE 
The rate of interest yielded by an irredeemable fixed-interest 
security, or bond, is inversely proportional to its price, so that we 
can exanune the behaviour of the rate of interest as we would 
that of any set of prices, in terms of the supply of and demand for 
bonds. An increase m the demand for bonds relative to their 
supply tends to raise their price, but as a rise in price means a fall 
m the rate of interest w'e can speak of the rate of interest as being 
determined by the supply of and the demand for bonds 
If the total demand for bonds when the rate of interest was, say, 
4 per cent, exceeded the volume that operators were supplying, 
that IS trying to sell, the rate of interest would fall below 4 per cent. 
It would remain stable when the volume of securities on offer at 
the current rate of interest exactly balanced the volume demanded 
In one sense, of course, supply and demand are equal at any 
moment of tune, for the value of actual purchases must equal the 
value of sales , but this is merely equality by definition What is 
meant by ‘supply’ is the volume that people would offer at a 
given price, and by ‘demand’ the volume that investors would 
attempt to take off the market at that price If ‘ demand exceeds 
supply’, this must mean that some investors would be willing to 
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pay a higher price than that ruling at that moment, and m a 
competitive market the pressure of demand would cause prices 
to rise until those who were not willing to sell at the imtial, lower, 
price were finally induced to meet this unsatisfied demand through 
being able to sell at a higher one, or until some investors who were 
prospective buyers at the lower price curtailed their demand as 
security prices rose 

THE DEMAND TOR SECURITIES 
Let US assume that the total quantity of money of the com- 
munity, which substantially means the level of bank deposits, 
remains constant and that we are examining a community with no 
international transactions 

The Deployment of Existing Wealth 
First, demand in any period will be fed by those people whose 
total wealth has not changed but who wish to hold a greater 
proportion of it m the form of bonds rather than money or goods, 
such as paintings or real property Fixed-interest securities 
compete with money and real assets as a form m which wealth 
can be held, and each form has its own possible advantages and 
disadvantages that will be assessed differently by investors in 
choosing how to hold their wealth 
Money, on the simplest assumptions, would earn no interest. 
In practice, interest is earned on a deposit account with a bank, 
but the holder suffers some slight loss of liquidity in return, in 
that notice of withdrawal is required Notes, coin and current- 
account balances earn no interest but provide greater convenience 
in regard to the possible need for future expenditure than either 
securities or real assets, they have the virtue of offering a certain 
and immediate command over goods and services if the general 
level of prices remains unchanged. If the price-level rises, holders 
of money lose in real terms , if it falls, they gain 
Real assets, on the other hand, protect their holder from a real 
loss if their prices rise with the general price-level, but involve 
him in a real loss if their prices fall more than the general price- 
level Some real assets yield an annual income, e g m the form 
of rent, and all are subject to possible changes in capital value due 
to a variation m the supply of or demand for them 
Fixed-interest securities, like money, suffer a loss of real value 
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if prices m general rise, assuming that their money value does not 
increase. Against this, securities earn interest They are also open 
to the chance of a rise or fall m capital value, in money terms, due 
to a fall or rise in the market rate of mterest itself 

Thus the demand for fixed-interest securities as a form of 
wealth turns on the force of the different qualities of the three 
classes of assets, as they appear to investors The greater is the 
demand for the convenience offered by money as a means of 
payment, the stronger will be the desire for money rather than 
real assets or bonds The greater the fear of a rise m the general 
price-level, the stronger will be the demand for real assets rather 
than money or fixed-interest securities. Given the demand for 
monetary convenience and expectations regarding the price-level, 
the demand for fixed-interest securities will be greater the higher 
IS the rate of interest and the smaller seems the risk of a further 
nse Expectations about the future of the rate of interest play a 
crucial part in detenmmng the current rate of mterest. 

The Detmnd for Securthes from Current Saving 
The stream of demand m any period will be fed by those 
investors who are in the process of adding to their total wealth by 
saving out of their current income and who wish to use part of 
their current saving to purchase bonds, that is, who wish to hold 
part of the addition to their wealth m this form 

Of course, in practice there will be a demand for bonds by 
investors who are both saving and trying to change the proportion 
of their existing wealth held in the form of bonds We can 
allocate these mixed actions to both elements of demand If 
members of the commumty as a whole are saving at the rate of 
£20 million a week and wish to use only half of this to purchase 
securities and the other half to add to their money balances instead, 
the situation is exactly the same as if one half of the community, 
saving f20 million a week, was using the whole of its current 
saving to purchase securities while the other half, neither sa^ mg 
nor dissaving, wished to add fio million to its money balances at 
the expense of its security holdings Thus the whole of current 
saving can be included in the demand for securities if we take 
account of any net desire to increase or reduce existing money 
balances as an alternative to holding bonds, mcluding the desire 
to do so on the part of current savers 
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THE SUPPLY OF SECURITIES 

These two sets of factors can be matched on the other side of 
the market First, there is the supply of bonds by operators who, 
at the ruling rate of interest, would prefer to hold a greater propor- 
tion of their existing wealth m the form of money or goods 
Secondly, there is the supply of bonds on the part of businesses 
and public bodies which are raising money in order to spend it 
on capital investment The securities offered may be new issues 
or those being sold by businesses out of their portfolio of existing 
securities 

When one business merely buys equipment from another, 
investment by the first is set off by dismvestment by the second, 
so that no investment* has taken place by busmess as a whole. 
When we speak of the supply of securities for the purpose of 
investment, we mean those supplied in order to finance the 
construction of capital equipment and the addition to stocks on 
the part of the community as a whole, including that by the 
government If busmesses or the government are able to finance 
their capital investment by runmng down existmg money balances, 
without having to sell securities, there is no direct effect on the 
rate of interest The situation is as if business or the government 
first bought securities through a desire to increase the proportion 
of their wealth in this form and then sold them to raise finance. 

The factors behind the supply of bonds are thus the desire 
to reduce the proportion of wealth held as bonds and capital 
investment 

DEMAND, SUPPLY AND THE EQUILIBRIUM RATE 
OF INTEREST 

The determmation of the rate of interest can therefore be 
summarized in the statement that the equilibrium rate, tending 
neither to rise nor fall, is that at which the supply of and the 
demand for bonds are equal When demand exceeds supply the 
rate of interest will tend to fall until it reaches a new equilibrium 
through its interaction with the desire to hold existing wealth in 
securities, with the wilhngness to save, or with investment When 

• The term ‘investment’ in this and the following chapters will be used to 
mean the acqmsition of a physical asset, the verb 'invest’ and its subject the 
‘mvestor’, on the other hand, will be used to mean the acquisition of a financial 
asset, as in everyday speech 
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supply exceeds demand the rate of interest will tend to rise until 
a new equilibrium level is reached. The process by which this 
equilibrium is achieved is discussed in the following chapter 

Any discrepancy between the community’s desire to save and 
Its capital investment will have no direct effect on the rate of 
mterest if the willingness to hold existmg wealth in securities 
changes in the appropriate direction. If, for example, the invest- 
ment that the community attempts to undertake exceeds the 
volume of saving that it is willing to perform, the direct upward 
pressure on the rate of interest that would otherwise result will 
be avoided if the excess supply of bonds involved is matched by 
an equal demand on the part of investors who, at the mling rate of 
interest, wish to raise the proportion of their existing wealth held 
in bonds But, as we shall eventually see, this is in the nature of 
a short-term equihbnum only, for unless, m a sense that we have 
still to define, saving and investment are equal and the com- 
mumty as a whole is satisfied with the composition of its existing 
wealth, the economy will not be stationary and the rate of mterest 
will not be m final equilibrium 

The assumption of a fixed quantity of money need not be 
maintained An excess supply of securities may be met, at the 
imtial rate of interest, by an increase in demand by the monetary 
authorities or the banks, which in the process of adding to their 
assets will raise the level of deposits An increase in the volume of 
advances reduces the need for borrowers to sell securities. Once 
the commumty has decided what part of its wealth it wishes to 
hold in the form of money, an increase in the quantity of money 
arising through the purchase of securities from the public by the 
banks or the authorities will usually be acceptable to the public 
only if there is a fall m the rate of interest sufficient to mduce 
it to part with securities and hold the newly-created money 
instead When the mcrease m the quantity of money does not 
occur at the expense of the public’s secunty holdings, as will be 
the case when a budget deficit is financed by government borrowing 
from the bankmg system, for example, we can expect part of what 
will then be an increase m the total wealth of the public to be 
used to purchase securities. 

To sum up, the rate of interest is determined by saving, invest- 
ment, the strength of the desire to hold existmg wealth in the 
form of securities rather than real assets or money, and the size 
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of the quantity of money to be held somewhere in the economy, 
the latter being the consequence of the actions of the monetary 
authorities and the banks In this analysis, the size of the stock 
of real assets and the size of the stock of bonds in existence at any 
moment need not be taken into account as such, for they are the 
result of past investment and the past actions of the authorities, 
which are brought into the analysis at the time they occur. Here 
the demand for and supply of securities are expressed as a ‘flow’ 
over a period of time , but some economists prefer to describe the 
process in terms only of ‘stocks’ of real assets, bonds, and money 
in existence at successive pomts of time 

This summary implies that when demand exceeds supply, the 
consequent fall in the rate of interest tends to restore equilibrium 
between them because it leads to the gap being filled by stimulating 
the supply of securities or by curtailing the demand for them (and 
conversely when the discrepancy is in the opposite direction) The 
decline m the rate of interest may lead those who are holding 
bonds to sell them and hold money instead, as long as the fall is 
not expected to be followed by a further fall A declme in the 
rate of interest may stimulate capital investment or it may induce 
people to save a smaller proportion of their income , it is generally 
held that both investment and the desire to save respond to changes 
in the rate of interest m this way, if only to a small extent The 
lower the rate of mterest, the wider the range of projects that it will 
be profitable to undertake , the lower the rate of interest, the less 
worthwhile it will seem to some people to sacrifice current con- 
sumption for the future, for the smaller will be the financial return 
available from the assets purchased out of current saving But just 
how sensitive to changes in the rate of interest are the wilhngness 
of businessmen to undertake investment and the desire of the 
public at large to save out of a given income is open to dispute. 

The more sensitive are the constituents of supply and demand 
in response to a change in the rate of interest, the smaller will be 
the adjustment in the rate required to maintain equilibrium 
(except in the situation where a continued movement in the rate 
of interest is expected) In other words, we are back to the 
problems of elasticity of supply and demand, and the question of 
how interest-elastic are saving, investment and the desire to hold 
bonds in different circumstances is at the heart of the problem of 
the determination of the rate of interest It is also a matter of 
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some dispute among both economic theorists and economic 
policy makers 


SOME PROBLEMS OF DEFINITION 

If ambiguities that have beset theories of the rate of interest in 
the past are to be avoided, it is unfortunately necessary to consider 
some questions of defimtion at length These are more than of 
mere academic interest; differences of opimon as to whether 
‘saving must equal investment’, for example, will in some situa- 
tions lead investors in quite opposite directions and m the past 
twenty years have been responsible for some of the fiercest 
conflicts in monetary economics By and large these conflicts have 
now been resolved, in that differences of definition have been 
distinguished from differences of argument as to facts 

‘Saving Equals Investment' 

In tlus chapter both saving and investment have been repre- 
sented as bemg among the direct determinants of the rate of 
interest This imphes that there is a sense in which saving and 
investment need not be equal in value, for if they were they could 
have no direct effect on the rate of interest For some time after 
the publication of the General Theory of Employment, Interest and 
Money by John Maynard Keynes in 1936, a book which has had 
a great influence on the development of economic thought, it was 
indeed held by his most uncompromising supporters that saving 
and investment were necessarily equal at all times A change in 
investment was considered simultaneously to involve an equal 
change in the amount saved, so that the supply of and demand for 
securities due to these two factors would always remain in balance 

It was contended, for example, that if people tried to reduce 
their expenditure on consumer goods and to increase the amount 
they saved out of a given level of income, the result could only be 
a fall in the total national income to a level at which the amount 
people were wilhng to save was just equal to the (unchanged) 
level of investment The amount actually saved was held to 
remain constant throughout the whole process. The only excep- 
tion would occur if businesses remained content to see stocks of 
unsold consumer goods pile up, this increase in stocks due to the 
fall in consumers’ expenditure being defined as an increase in 
investment, which would necessarily equal the increase in saving 
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But in no case, it was once argued, could the rise in the desire 
to save have any direct effect on the rate of interest , a rise in the 
desire to save could only influence the rate of interest if the fall 
in the national income that was held to be its only direct conse- 
quence made businesses and ordinary individuals more willing to 
hold securities rather than money, of which less would be needed 
as a means of payment at a lower level of income and expenditure 
Similarly, a rise in investment was held to act directly on the 
national income only and not on the rate of interest, the latter 
might rise, it is true, but only if, with a higher national income, 
people wished to hold more money for the sake of convemence 
Before these views were expressed, on the other hand, it would 
usually be said that an increase in saving might reduce the rate of 
interest and that the fall in the rate of interest might stimulate 
capital investment by business, thus leaving the level of total 
output and income more or less unchanged The first half of this 
statement — that a change in saving can directly influence interest 
rates— was held by the ‘saving equals investment’ school to be 
quite erroneous 

The heart of the matter lay in the way m which saving and 
investment were defined and in the treatment of the element of 
time Certain economists always defined both saving and invest- 
ment as the amount actually saved and actually invested m a given 
period, like the past quantities measured by national income 
statisticians Total income received in that period was defined 
as being equal to the value of production in that period Production 
— assuming for the sake of simplicity that there is no foreign trade 
— must take the form of consumer goods sold to the public, those 
added to producers’ stocks, and capital goods The value of 
consumer goods sold is necessarily the same as the amount bought 
As saving was defined as income earned in the period under 
consideration nunus expenditure on consumer goods in that period, 
saving must always, it would appear, be equal to investment, that 
is to say, to that part of production not in the form of consumer 
goods sold in the period 
Thus, in a given period 

Production = consumption plus investment 

Income = consumption plus saving 

Income — production 

Saving = investment 
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This equality between saving and investment is an accounting 
identity, reflecting the choice of definitions It is analogous to 
the ‘equality’ of ‘supply’ and ‘demand’ for any commodity when 
these are expressed in terms of the amount actually bought and 
sold in any given period The problem of definition arises from 
the attempt to express in discontinuous periods a process that is 
contmuous and determined by constantly changing and mutually 
mteractmg forces, in the manner of problems of dynamics en- 
countered in physics The amounts of saving and investment that 
are actually performed in any given period are the coimquences of 
the forces operating on each other m that period, including the 
rate of interest, and it is to the forces and not to the conse- 
quences that we must look 

The Interaction of Saving, Investment and the Rate 
of Interest 

The problem can be exemphfied by considering the effects of 
an increase in the willingness to save If, for whatever reason, 
part of the population decides to increase the proportion of income 
saved and to use the whole of its new saving to buy securities 
what are the possible results ? Some economists who claimed that 
saving must equal investment seemed to argue that no actual 
increase in the total amount saved could possibly occur * All that 
would happen, they appeared to contend, was that the people who 
tried to increase their saving, by reducing their expenditure, would 
merely reduce the incomes and thus the saving of those from 
whom they had previously bought their goods The amount saved 
would remain throughout the whole process at a level exactly 
equal to investment, and there is no reason why the latter should 
rise once the mcrease in producers’ stocks of consumer goods due 
to the fall in sales had been worked off The result would then 
be a fall in total income equal to the fall m consumers’ expenditure. 
As for the rate of interest, a direct change was thought impossible 
— the new purchases of securities by those who had been increasing 
their saving would be offset by the reduction in security purchases 
by those whose savmg had to be cut owing to the fall in their 
incomes This may, in fact, be the actual sequence of events, but 

• This should not be taken to imply that economists who choose to express 
saving and investment as accounting identities today argue about the process 
of economic events in this way 



414 the economic background to investment 

if so, It follows not from any ‘necessary’ equality of ‘saving’ with 
‘ investment ’ but from certain assumptions regarding the behaviour 
of the rate of interest and the reaction of investment 

The correct statement of the problem is that tf the increase in 
the wilhngness to save lowers the rate of interest, and tf this 
sufficiently stimulates investment, the dechne in the incomes 
received in the consumer goods industries will be offset by the 
increase in incomes in the capital goods industries Similarly, the 
reduction in security purchases out of the former set of incomes 
may be made good by new purchases out of the latter If this 
happens, the desire to save a higher amount is achieved, and the 
total national income is unchanged — consumption has fallen but 
investment has increased We can only say that an increase in the 
desire to save will cause an equal fall m the total national income 
tf something happens to prevent the rate of interest from falhng, 
or if the fall in the rate of interest that does materiahze has no 
effect on investment 

A fall in the rate of interest would not occur, for example, if 
existing holders of securities were convinced that the rate of 
interest ruling at the beginmng of the period was already at its 
lowest possible level m the circumstances prevaihng, so that any 
tendency for the rate of interest to fall would be defeated by the 
sales of nervous investors Alternatively, those who were in the 
process of increasing their saving might choose to hold part of 
this addition to their wealth m the form of money rather than 
securities, in which case not all of the new saving would be 
offered through the capital market for the finance of additional 
investment Thirdly, the fall in the rate of interest might be too 
small to induce businessmen to expand their investment expen- 
diture In these circumstances, it is true, the mcrease m the 
willingness to save would be self-defeating 

period analysis 

There are a number of ways in which this problem of defimng 
saving and investment can be met One is to discuss the process 
of cause and effect in terms of attempted saving and investment, 
which need not be equal Through interaction with the rate of 
interest, attempted savmg and attempted investment can be said 
to lead to certain identical quantities of savmg and investment 
actually materializing in a given period This is sometimes 



DETERMINATION OF THE RATE OF INTEREST 415 

described as the diiference between ex ante and ex post saving and 
investment 

The ' Week' 

An alternative and in many ways more fertile method of expres- 
sion IS that usually described as ‘period analysis’ The time factor 
IS dealt with by supposing that time can be split into a succession 
of very short periods usually described as ‘weeks’ A ‘week’ is 
defined so that at the beginmng of each the members of the 
commumty make a plan to save a definite amount during the week 
and to purchase a certam quantity of securities during the week, 
while businesses and the government make their plans as to how 
much capital investment they are gomg to carry out during the 
week 

A ‘week’ is defined to be too short for plans for saving and 
investment made at the beginmng of the week to be changed 
during that same week — any changes in response to the situation 
developing during the week can only be made in the following 
weeks. Investors make their plans to purchase securities during 
the week, out of planned saving or out of money balances held at 
the begmnmg of the week, their plans being made with reference 
to the rulmg rate of interest The latter, however, may change 
during the week, so that the wilhngness of investors to hold their 
existing wealth in the form of securities may be modified im- 
mediately Thus the rate of interest will be such as to keep the 
supply of and demand for securities in equilibrium during the 
week 

Planned and Unplaftned Savmg and Investment 

We can speak of the planned saving and the planned investment 
of any week As saving and investment are performed by different 
members of the community, there is no reason why these two 
sets of plans should necessarily be equal. 

The method of period analysis also uses the magnitudes of 
realized saving and realized mvestment, these being the levels of 
savmg and investment that actually materialize during each week 
They are defined so as to be always equal. That is to say, in any 
week total income equals the total value of production, income 
equals consumers’ expenditure plus saving, while production is 
used for consumption or investment, so that savmg equals 



investment as realized quantities But planned savmg need no 
equal realized saving and planned investment need not equa 
realized investment, so that in any week unplanned saving anc 
unplanned investment may occur 

Whereas planned saving may be accompanied by plans tc 
purchase securities with part of the proceeds, it is an importan 
part of the construction that the unplanned saving of any week ii 
too much of a surprise to be used to buy securities in that week 
and so is held m the form of money until new plans are drawi 
up in the following week. This is a realistic assumption, for u 
practice there is probably some time-lag between unplannec 
saving and new security purchases Unplanned investment occur 
in any week in which actual business sales fall short of plannet 
sales, so that an unplanned accumulation of stocks takes place 
financed, by analogy with unplanned saving, by business drawmj 
on its money balances, not by the sale of securities m the sami 
week. 

An Illustration of the Process 

By way of illustration, suppose that in week I the level o 
income is loo, with consumption equal to 8o and realized savinj 
and investment equal to 20 Let us assume that m week I plannee 
saving equals realized saving and planned investment equal 
realized investment, so that planned saving and planned investmen 
are also equal We measure planned saving in relation to thi 
income of the previous week , planned saving in any week is thi 
previous week’s income minus consumers’ expenditure in thi 
present week. 

In week II, what happens if businessmen raise their plannei 
investment to 30 and are able to put their plans into effect b’ 
issuing new securities and using the proceeds to purchase capita 
goods which the equipment industries construct during the week 
If planned saving remains at 20 and consumption at 80, then then 
IS an excess of planned investment over planned saving of 10 
The implementation of investment plans during week II mean 
that wages, salaries and profits are increased by 10 m week II a 
the new plant and eqmpment are constructed, resulting m ai 
increase in income in week II equal to the mcrease in realize( 
investment Thus in week II the income of the communit 
rises from 100 to no, but as, by hypothesis, consumption remam 
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at 80, realized saving has increased from 20 to 30, compared with 
planned saving of only 20 Thus m week II unplanned saving of 
10 will result 

We now have realized investment exceeding planned saving by 
10, which IS also equal to unplanned saving of 10, which is also 
equal to the increase in income between week I and week II 
This relationship is inherent in our definitions Any excess of 
realized investment over planned saving means an equal increase 
in mcome and an equal amount of unplanned saving durmg the 
week, for we have said that planned saving is related to the income 
of the previous week, so that unplanned saving is always the 
result of an increase in mcome (Conversely, if in week II realized 
investment had fallen by 10, income would have fallen by 10 and 
there would have been unplanned dmamng during the week.) 

What about the rate of interest in week II ? Let us return to 
week I, in which planned saving equalled planned investment and 
at the end of which the rate of interest was such that people 
were content with the distribution of their wealth between money, 
securities and real assets In week II the increase in planned 
mvestment, as already described, is financed by an increase in 
new issues of securities to the amount of lo This represents an 
increase in the supply of securities over and above that which 
the market was willing to absorb in the previous week at the ruling 
rate of interest We have already said that at the end of week I 
people were content with their existing disposition of assets and 
that unplanned saving is held in the form of money , it therefore 
follows that the excess of planned mvestment over planned 
saving involves an excess supply of securities and exerts some 
upward tendency on the rate of interest sufficient for this increase 
m supply to be absorbed durmg the week by the inducement 
given to investors to raise the proportion of their wealth held 
in securities. 

What happens in week III will depend on matters of fact, not 
of definition The rise in the rate of interest in week II may 
dimimsh planned investment in week III, while the receipt of 
unplanned income, in the form of unplanned saving, will almost 
certainly induce people to revise their saving plans and increase 
their consumption These reactions will in turn lead to new 
levels of income, saving, and investment and a new rate of interest , 
businessmen and households will respond to unplanned saving 
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and investment until at last the whole system is once more m 
balance, with plans being exactly realized, at which pomt there is 
no further change 

Our illustration would have been modified if the excess of 
planned investment over planned saving had been financed out of 
the existmg cash balances of businesses or out of an increase m 
the quantity of money, in the form of a rise in bank advances, 
for example, or if mvestors had experienced a change of expecta- 
tions at Ae beginmng of the week and had decided to use their 
existing money balances to purchase more securities and so had 
taken up new issues at an unchanged rate of mterest In these 
cases no increase m the rate of interest would have occurred m 
week II, and the sequence of events in week III and so on would 
have been different 

The Process if Planned Saving Changes 

The model can also be used to describe the situation m which 
planned savmg changes Suppose m week II planned mvestment 
had remamed as in week I but that planned savmg had fallen by 
10 because consumers decided to increase their consumption from 
8o to 90 The reduction m planned savmg m this case means a 
fall m plans to purchase securities not offset by plans to issue 
fewer securities, so that eqmlibrium m the market for secunties 
is restored by a rise in mterest rates The mcrease m consumption, 
on the other hand, does not lead to an mcrease m production or 
incomes m week II because, by defimtion, all producers have 
already made then week’s plans What happens, as m real hfe, 
IS that the mcrease in consumption is met first by an unplanned 
fall in the stocks of consumer goods held by businesses, that is by 
unplanned dismvestment , and business receipts from unplanned 
sales, like unplanned saving, are not used to purchase securities m 
the same week This reduction in stocks means a fall m realized 
investment equal to the increase in consumption, so that m 
week II total income does not change 

In week III businesses might react to the rise m their sales by 
expanding output, there is a time-lag between an mcrease m con- 
sumption and an increase in production and mcome, whereas 
there is no such lag between an increase in investment and an 
increase m mcome 

Period analysis of this sort is one way in which econoimsts can 
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attempt to describe what in practice is a more or less continuous 
process, and, like all abstract descriptions of a complex and 
mutually interacting flow of events, it suffers from certam 
Artificialities. It does, however, possess the virtue of making its 
assumptions sufficiently clear for the many alternative possible 
consequences that may follow a change iil the magnitudes 
employed to be identified 



CHAPTER 3 I 

THE DETERMINATION OF THE RATE OF 
INTEREST— THE INTERACTION OF 
SUPPLY AND DEMAND 

PLANNED SAVING AND THE RATE OF INTEREST 
Variety is the keynote of the free economy, and ‘the’ level of 
planned saving is the result of a multitude of decisions, influenced 
by many forces, of which the rate of interest obtainable is only one 
In order to analyse the behaviour of the rate of interest, however, 
we must consider the response of planned saving to a change m 
the rate of interest on the assumption that other factors affecting 
planned saving, such as tastes, the level and distribution of 
incomes, remain unchanged 

A rise in the rate of interest makes future consumption ‘ cheaper ’ 
in terms of present consumption, so that some people may 
decide to save more if interest rates increase, but others may 
even decide to save less, if their saving is aimed at producing a 
given level of income in the future, for a rise m the rate of interest 
makes it possible to provide for a given future income — or a 
given future capital sum — ^with a lower level of saving in the 
present But some people may be induced to spend less as a 
result of the fall m the capital value of their wealth held in bonds 
On balance, most economists believe that an increase m the rate 
of interest is likely to strengthen the willingness of the commumty 
to save out of a given income , but a small change is not likely to 
have a marked effect, at least in the short run. 

Business saving in the form of depreciation provisions is 
insensitive to changes in the rate of interest Business saving m 
the form of undistributed net profits ‘planned’ is an illusive 
concept, as profits may vary considerably from year to year 
Dividend policy is unlikely to be altered in response to small 
changes in the rate of interest, but large changes may have some 
influence on the willingness of directors to increase dividends, 
for when interest rates are high, companies may be anxious to 
retain profits in order to avoid having to raise funds on the open 
market to finance their capital investment 
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Planned saving by the government is the surplus on current 
account that the government expects to achieve, m relation to its 
previous level of current revenue, it reflects political as well as 
economic considerations, and the rate of interest normally has 
little direct influence 

Something like one-quarter of the nation’s non-personal saving 
takes the form of depreciation provisions, and the proportion of 
personal savmg flowmg through the steady streams of contractual 
saving has been two-thirds or more in recent years If we set 
aside these two channels of saving and that of the public 
authorities and public corporations as being insensitive to the 
rate of interest, we are left with a residue of rather less than 
one-half of all saving, consistmg largely of retained business 
profits On the whole, therefore, saving cannot be regarded as 
‘interest-elastic’ 

INVESTMENT AND THE RATE OF INTEREST 
Business Investment 

Investment by private industry tends to move in the same 
direction as the rate of profit that businessmen expect to earn 
The higher the expected late of profit, the higher the rate of 
interest that businessmen will be prepared to pay on their new 
issues of capital or forgo by selling their holdings of government 
securities to finance their investment When the outlook for 
profits becomes more favourable, therefore, the stimulus to 
business investment will tend to raise the rate of mterest, in so far 
as businesses cannot finance their investment out of their existing 
money balances or through an increase in the total quantity of 
money. 

Given the expected rate of profit, the level of business fixed 
mvestment will tend to some extent to vary inversely with the 
rate of interest But just how sensitive business investment is in 
practice to changes in the rate of interest is not clear Where a 
piece of equipment to be bought possesses a short life, or is written 
off over a short period, the interest element in its cost may seem 
insignificant in relation to the provision for amortization and 
obsolescence If a machine costing ^£2,000, for example, is to be 
replaced m five years, amortization charges amount to ,£400 per 
annum If the rate of interest is 4 per cent, the annual interest 
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charge on the securities issued to purchase the equipment is ^8o, 
making a total annual charge of ,£480 If the rate of mterest were 
to rise to 5 per cent when the businessman was considering his 
purchase, the annual interest charge would then be ^^loo and the 
total charge £500 per annum, an increase of only 4 per cent 
Many businessmen take account of uncertainty regarding the 
distant future and the threat of obsolescence by calculating the 
profitability of their planned investment over a period shorter 
than that during which their equipment is likely to function. The 
elfect of this is to dimimsh the part played by interest charges in 
their calculations. 

Where the capital equipment to be purchased is intended to 
last for a long time the annual amortization charge will be smaller 
in relation to the annual interest charge, but its profitability, as 
predicted over the whole of its life, may be highly uncertam, just 
because its earning life stretches so far mto the future In this 
case a wide range of possible rates of profit will exist, and the 
mean expected rate may have to be very much larger than the 
rate of interest for the investment to be undertaken at all A 
change in the rate of interest from 5 to 6 per cent will usually 
appear ummportant to a businessman who is basing his invest- 
ment on the assumption that he will be able to earn 20 per cent 
per annum if thmgs go reasonably well The tendency for many 
businesses to rely to a large extent on retamed profits to finance 
their investment also reduces the potency of a change m interest 
rates When the rate of taxation is high, moreover, the cost of an 
increase in gross interest charges in terms of net profits after tax 
IS correspondingly reduced 

How business investment in stocks and work m progress reacts 
to changes in the rate of interest is a matter of some dispute 
Except in cases where the level of stocks is very large in relation 
to the capital employed in the business, such as in some merchant- 
ing concerns, moderate changes in the rate of interest, of no more 
than, say, i per cent, may have no appreciable effect on plans to 
hold stocks Stocks are closely geared to the level of output and 
sales, and variations in the rate of interest m practice may be 
small in relation to the total cost of carrying stocks. 

The type of business investment most likely to be interest- 
sensitive IS the construction of buildings, for these are long-lived, 
so that annual amortization is relatively small, and m many cases 
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the yield over their life may be predicted with some assurance 
Commercial buildmg in particular can be expected to provide a 
steady stream of office rents and therefore may prove a highly 
interest-elastic form of fixed investment 

Because in practice so many considerations affect the business- 
man’s decision to invest, it is difficult to isolate the effect of changes 
in the rate of interest alone, and rehable evidence as to the forma- 
tion of business decisions is unfortunately not plentiful A number 
of inquiries into business behaviour undertaken in several 
countries, however, lead to the conclusion that on the whole, 
with the exception of building work, business investment is 
not sensitive to moderate changes in the rate of interest within 
the limits we have experienced since the war. But this con- 
clusion IS quite consistent with the view that there is some 
level of interest rates at which busmessmen will sharply reduce 
investment. 

Moreover, a rise in interest rates of even a moderate order may 
lead businessmen to curtail investment by affectmg their expecta- 
tions as to the future of trade This may be the response to a 
sudden tightemng of monetary pohcy, which may therefore succeed 
in cutting planned mvestment because businessmen expect it to 
succeed, and they may do so if it has succeeded within the span 
of their own experience Businessmen may also interpret a change 
in the rate of interest, particularly m Bank rate, as a sign of 
impending changes in other constituents of government economic 
policy But the strength of such reactions to a change in the rate 
of interest will depend on the nature of the situation at the time ; 
a given change in the rate of interest is least influential in condi- 
tions of vigorous boom and severe depression 

In a vigorous boom the expected rate of profit on the great 
majority of mvestment plans is likely to be well in excess of the 
rate of interest, and busmessmen may be confident of their 
abihty to pass on higher interest charges to their customers 
Because prices of capital equipment are today rarely raised to the 
point at which a vigorous demand is held down to the capacity of 
the capital goods trades, the latter are likely to have long order- 
books in such conditions. Durmg a vigorous boom, therefore, 
moderate changes m the rate of interest may be particularly in- 
effective in curtailing investment and the demand for finance, for 
if one business drops out of the queue for capital goods another 
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will merely move up to take its place, and the actual volume of 
work put in hand may not fall even though an increase in interest 
rates may have deterred the more cautious businessman from 
putting his plans into action 

In a slump, long-term investment on which the return seems 
fairly certain will be encouraged by low interest rates But for 
many types of business investment, such as machinery and even 
factories, the availability of cheap finance in a slump will be a 
very weak stimulus to investment if there is substantial excess 
capacity or if much of existing equipment is far from being due 
for replacement In a severe slump the pessimism of busmessmen 
IS a stronger force than cheap and plentiful finance 

Although business investment as a whole may not prove to be 
very sensitive to changes in the rate of interest, the method and 
tmung of finance may well be affected If businessmen expect an 
increase in the long-term rate of interest to be only temporary, 
there will usually be some tendency to defer recourse to the new- 
issue market and to draw on cash resources to finance expenditure 
until interest rates fall, or to tui-n to short-term borrowing, m 
which case the effect is to redistribute the demand for finance 
within the pattern of interest rates as a whole. (The government 
may also react to changes in interest rates by borrowing ‘short’ 
or ‘long’, as the case may be ) 


Interest Rates and Public Investment 

Capital investment by the central government and by the 
nationalized industries does not seem to be based on decisions 
that pay much regard to the rate of interest Local authorities, 
on the other hand, are not so favourably placed, sometimes finding 
It politically difficult to pass on higher interest charges in the form 
of higher rates Civil engineering works undertaken by semi- 
official bodies dependent on outside finance may also be sensitive 
to the level of mterest charges 

One important field in which changes m the rate of interest are 
hkely to affect the pace of investment is that of housing, whether 
private or local authority For here the annual ‘ return ’ is relatively 
certain, and the element of durability makes the annual amortiza- 
tion charge sufficiently small to elevate interest charges to a 
position of importance. 
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THE RATE OF INTEREST IN THE SHORT RUN 
If important sections of investment are not sensitive to interest 
rate changes, at least in the short run, an increase m investment 
in one part of the economy to a level in excess of planned saving 
is not likely to lead to a fall in investment elsewhere merely because 
the additional demand for finance has the effect of raising interest 
rates Conversely, if planned saving exceeds planned investment, 
the consequent fall m interest rates is not likely to prove a strong 
stimulus to investment m the short run, except perhaps in the 
field of building To this extent, therefore, the rate of interest 
cannot be regarded as a very effective short run regulator for 
keepmg planned saving in balance with planned investment It 
follows from this that it is largely through the interaction of the 
rate of interest with the desire to hold bonds rather than money or 
goods that movements in the rate of interest keep the supply of 
and demand for bonds m balance in the short run 

THE RATE OF INTEREST AND THE CHOICE 
BETWEEN MONEY AND BONDS 
The choice between bonds and goods as a store of wealth needs 
no amplification , if the general price-level is strongly expected to 
rise, both money and bonds become inferior assets For the rest 
of this chapter we shall assume that the proportion of its wealth 
the community wishes to hold in goods remains constant, so that 
It IS only the choice between money and bonds that has to be 
considered. 


Working Balances and Contingency Reserves 
Habit and inertia play their part m this choice, but making 
allowance for this it is possible to identify three reasons for holding 
money and thus for relinquishing the opportumty of earning 
interest The first is the need for holding a working balance, to 
finance any excess of expenditure over receipts from day to day 
The second is the need to hold money as a reserve against future 
contingencies, this is often described as the ‘precautionary 
motive ’ If there were no risk of a fall in security prices such a 
reserve could be held m bonds, but the uncertainty of security 
prices makes it prudent to hold it m the form of money (or, in 
practice, in very short-term assets) The third reason for holding 
money rather than bonds is related to the uncertainty of future 
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security prices alone, m that money will be held m excess of any 
requirements by way of a workmg balance and contmgency 
reserve if the holder is afraid of the risk of a fall in security prices, 

1 e of a rise m the rate of interest. 

The important distinction between these factors is that the size 
of the quantity of money required as worbng balances and to 
meet future contmgencies is related to the level of national 
income and expenditure. If the national income increases, that 
IS to say, most members of the commumty will want to hold 
more money for these purposes, and if the total quantity of money 
in existence is fixed, the effect will be to put some upward pressure 
on the rate of interest m so far as persons and busmesses seek to 
add to their working and contmgency balances by selling securities 
or by reframing from purchasmg them. Conversely, if the national 
mcome falls, less money will be required to be held for these 
purposes, so that, if the total quantity of money m existence does 
not change, the holders of money that is surplus to their require- 
ments will be more ready to purchase secunties. 

Idle Money Balances 

Given the total quantity of money and the size of workmg 
balance and contingency reserve requirements, there remains part 
of the money stock that has to be held somewhere in the economy 
as ‘idle’ balances, idle in contrast to the ‘active’ nature of working 
and contmgency balances, which are turned over more frequently. 
The important point is that the distribution of these surplus or 
idle money balances will depend on the expectations of investors , 
they will be held by those investors who are afraid of the risk of a 
fall in security prices, whereas other mvestors will be holding 
more of their wealth m bonds This does not mean that mvestors 
have to choose between holdmg nothing but bonds and nothing 
but money, for mvestors are rarely absolutely certam in their own 
minds as to the future of security prices, but merely that idle 
balances will be held predoimnantly by those investors to whom 
the chance of a rise m the rate of interest appears relatively high. 

Investors’ Expectations 

In principle, the expectations of mvestors regardmg the future 
rate of interest must pay regard to the course of savmg, investment, 
the movement of prices and the national income, and the operation 
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of banking and monetary policy. But as the rate of mterest will 
be affected more by the actions of his fellow investors than by 
his own, each investor, in formulating his own expectation of the 
course of the rate of interest, will also have to hold some opinion 
regardmg the expectations of others Strictly speabng, the 
sophisticated investor must try and guess their expectations 
concerning the course of saving, investment, monetary pohcy, etc 
and their expectations of other investors’ actions, for all mvestors 
can be thought of as engaging in the same guessing game regarding 
the future action of their fellows. 

The problem of such collective expectations is thus a complex 
one, but in practice mvestors are likely to pay great regard to 
those economic factors which their experience tells them play an 
important part m influencing the opimons of other investors, such 
as the state of the balance of payments, or the tendency towards 
inflation or deflation, or the trend of government thinkmg Few 
investors can make a direct assessment of other investors’ opmions 
regarding the future rate of interest, but past experience enables a 
conventional judgement to be made on many occasions In many 
post-war years, for example, it was reasonable for any one investor 
to expect ‘the market’ to react to a sharp fall in the country’s gold 
and dollar reserves by raising the rate of interest, partly because 
he would be aware that such a development might be followed by 
government action involving higher interest rates, and partly 
because ‘other’ investors would be expectmg ‘other’ investors to 
consider a rise in the rate of interest likely in such a situation 

‘ Convention ’ therefore helps the market to resolve uncertainty 
regarding future security prices, and the experience of the past is 
of great importance in appearing to set himts to the range within 
which the rate of interest is likely to fluctuate m the future In 
this country the long-term rate of interest has rarely been above 
5^ per cent or below 2^ per cent in peacetimeover the past century, 
so that there is a strong temptation for each mvestor to assume 
that other investors will contmue to regard these as the limits in 
the future In acting on this assumption investors collectively 
justify their own individual reliance on imputed opinions 

The Variety of Expectations 

Investors can seU only if others are willing to buy, and can buy 
only if others are willing to sell It is the existence of a variety 
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of expectations as to the future course of security prices that brings 
forward buyers to absorb sales The variety of opinions is the 
result of the uncertainty of the course of security prices 

A convenient simplification is to define those investors who, at 
the current rate of interest, are willing to buy securities as ‘bulls’ 
and those who are wilhng to sell as ‘bears’, with a host of 
‘ hesitaters ’ in between As long as we assume that expectations do 
not alter, using the word ‘expectations’ to embrace the whole 
complex of views about the future course of the rate of interest 
and the confidence with which these views are held, a rise in the 
rate of interest will induce some investors who were previously 
‘bears’ to join the ‘bull’ brigade or the much laiger army of 
‘hesitaters’ Similarly, a fall in the rate of interest will induce 
some ‘bulls’ to move into the ranks of the ‘bears’ This follows 
from the knowledge that the rate of interest does fluctuate For 
as the rate of interest moves towards its likely limit as envisaged 
by investors, the greater will appear the chance that it will return 
towards a level that they regard as most probable in the long run. 
In these circumstances a rise in the rate of interest will cause an 
increase in the demand for securities or a reduction in their supply, 
and conversely, until the rate of interest is once more such that 
the ‘bulls’ and ‘bears’ cancel each other out, and idle balances 
are held only by those who wish to hold them for some time 

If we drop the assumption that expectations remain unchanged, 
quite different results may follow. Expectations may alter, for 
example, in response to the movement m the rate of interest itself, 
or as a result of the reaction of investors to the economic events 
to which the change m the rate of interest is attributed. A fall in 
the rate of interest may lead some investors to assume that other 
investors are growing ‘bullish’, so that some investors may revise 
their own expectations , the result will be for a fall in the rate of 
interest to cause a further fall The necessity for guessing as to 
the course of other investors’ actions often tends to make expecta- 
tions become infectious for a time, prolonging a movement in 
interest rates 

THE INTERACTION OF SUPPLY AND DEMAND — 
SHORT-RUN EFFECTS 

To illustrate the way in which the rate of interest may behave, 
a quick sketch of a number of situations can be drawn in which 
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the market, after a period of stability, may be imagined to be 
disturbed by changes in one of the categories of supply or 
demand 


When Planned Saving Exceeds Planned Investment 

In this situation the rate of interest will tend to fall If neither 
planned saving nor planned investment reacts significantly to a 
fall in the rate of interest in the short run, the movement will 
continue until checked by the working of investors’ expectations 
In the extreme case, if investors as a whole were convinced that 
the level of interest rates prevailing when the movement began 
was already at its lowest practical limit, then an excess of planned 
saving over investment could not cause any appreciable fall in the 
rate of interest. Any incipient tendency for the rate of interest to 
dechne would be destroyed by the effect of security sales by those 
mvestors who believed it was likely to recover to its previous level. 

If investors’ expectations do not remain unchanged, the market 
will be more unstable. The tendency of the rate of interest to fall 
may lead some investors to believe that other investors hold the 
opinion that it will continue to do so The knowledge that 
planned saving is increasing, or that investment is declimng, may 
Itself cause investors to expect the fall in the rate of interest to 
continue The pressure of demand in the market for securities 
due to the excess of planned saving over investment will thus be 
increased, and the rate of interest will continue to fall until it is 
low enough to check saving, stimulate investment, or reduce the 
number of ‘bulls’ once more 

If planned saving exceeds investment, the implication is that 
the level of national income is falling Apart from the probability 
that mvestors will associate a slump with low interest rates and 
that the authorities may pursue a policy of cheap money in such 
a situation, there is thus an inherent tendency for the rate of 
interest to decline durmg a slump, especially as the desire to hold 
money in working and contingency balances will fall with the 
national mcome Imtially, however, uncertainty as to the course 
of busmess activity and the credit-wmrthiness of debtors may give 
rise to a strong desire for liquidity in the early stage of a slump 
that can be regarded as an increase in the demand for money 
balances to meet contingencies For some time this may actually 
force up the rate of interest 
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When Planned Investment Exceeds Planned Saving 
In this situation the rate of interest will tend to rise, if not 
checked by the response of planned saving and investment, or by 
an increase in the quantity of money, until a sufficient number of 
erstwhile ‘bears’ or ‘hesitaters’ become ‘bulls’ and absorb the 
excess supply of securities by miming down their idle cash 
balances. The rise in the rate of interest will also be reinforced by 
the necessity for holding larger active cash balances ovsnng to the 
increase m the level of the national income that is the consequence 
of the failure of the rate of interest to keep planned saving and 
mvestment m balance The rate of interest thus tends to increase 
durmg a boom 

The tendency for interest rates to rise in a period of inflation 
is especially strong, for investors expect interest rates to increase 
in such a situation, and their reluctance to hold bonds will usually 
be strengthened by the desire to hold more of their wealth m the 
form of real assets, for fear of a further rise in the general price- 
level. The authonties may also be expected to pursue a pohcy 
of high interest rates in such circumstances. 

Changes m the Quantity of Money 
An alteration in the total quantity of money, other things being 
equal, will cause a movement in the rate of interest in the opposite 
direction, this will continue until checked by the response of 
planned saving and investment and the operation of investors’ 
expectations The existence of these checks imphes that there 
are limits to a change in the rate of interest that can be brought 
about even by official intervention in the market, despite the 
resources which the authorities command , and the lim it exists in 
both directions. 

If the rate of mterest is already considered by mvestors to be 
near its lower limit in the economic circumstances prevailing, the 
authorities will find that a policy aimed at lowering the rate of 
interest will be countered by sales of securities on the part of 
investors concerned at the risk of capital depreciation should the 
fall in the rate of interest not be maintained, and the risk of 
capital loss wdl be regarded as particularly serious by those 
investors paying a relatively high rate of tax on their interest 
income but none on capital transactions, for a given capital loss 
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Will mean correspondingly greater loss m terms of gross income. 
The rate of security purchases by the authorities, and thus the 
rate of expansion of the quantity of money, will have to be progres- 
sively increased as the rate of interest moves towards what the 
market beheves to be its lower limit If the expansion in the 
quantity of money involved m the attempt to lower Interest rates 
stimulates planned investment or dimmishes planned savmg, 
the resistance to the fall in the rate of interest will be all the 
greater. 

The authorities may be faced by correspondmg obstacles to a 
pohcy intended to drive up the rate of interest Investors may 
beheve that the current rate of interest is so far above a ‘normal’ 
rate, to which the market will return sooner or later, that they may 
be eager to run down their cash balances to absorb the securities 
sold by the authorities, thus checkmg the rise m the rate of 
mterest. But the burner to a rise in the rate of mterest is more 
likely to crumble under a determmed attack by the authonties 
The possibility of gam is not as influential as the risk of loss, 
our notion of an upper lumt to the rate of interest is vague, and 
there is a limit to which ‘bulhsh’ investors can run down then 
balances 

A change in the rate of mterest due to monetary pohcy may 
also be checked directly by the reaction of planned savmg and 
investment, but m the very short run the response of these factors 
will usually be less effective than investors’ expectations 

Among causes of a change m the quantity of money other than 
official pohcy, the most important is probably a movement m the 
level of foreign exchange reserves. An increase m these will 
probably tend to lower long-term mterest rates, by raising the 
level of bank liquidity and deposits, and the movement may be 
extended if it strengthens the confidence of investors or if it leads 
the authorities to relax a restrictive monetary policy. On the other 
hand, one effect of a surplus of exports over imports, or of an 
influx of foreign capital, may be to stimulate investment , if the 
economy is already at full employment the government may take 
the view that a pohcy of dear money aimed at preventmg an 
mcrease in domestic expenditure is needed. An influx of short- 
term capital from abroad, in particular, may be prevented by 
official sales of securities from causmg excess hquidity in the 
bankmg system. 
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Changes in Investors' Expectations 

In practice, changes in expectations can often be founded only 
on the broadest of views. The checks and balances within the 
market will opeiate as before If the expectation grows that the 
rate of interest is about to fall, the expectation is likely to be 
justified Jobbers may even mark up security prices in anticipation 
of a strong demand, so that few transactions may actually take 
place. If expectations are unanimous, no investor can act on his 
view, It IS only the existence of a variety of expectations that 
enables an investor to obtain a profit by purchasing securities if 
he IS of the opimon that their price is about to rise. 

In the short run neither planned saving nor planned mvestment 
may react with sufficient vigour to check a movement in the rate 
of interest imtiated by a change in expectations, and the pohcy 
followed by the authorities will depend on the nature of the 
situation. If they do not intervene, the movement m the rate of 
interest will continue until the ‘bulls’ and ‘bears’ are once more 
of equal force If the interaction between the rate of interest and 
expectations becomes cumulative, however, the movement in the 
rate of interest will be prolonged This is more likely to occur 
when there is a scramble for liquidity, which may be intensified 
by the knowledge that other investors are seeking it, and the rise 
in the rate of interest may accelerate so strongly that official 
intervention may become necessary to prevent the utter de- 
moralization of the market Such was the situation, for example, 
following the devaluation of sterlmg in September 1949. 

LONGER- RUN EFFECTS 

In the short run, investors’ expectations play a leadmg role m 
determining the rate of interest In the longer run, on the other 
hand, it is the forces of saving and mvestment and the relationship 
between the size of the national income and the quantity of money 
available to meet working balance and contmgency reserve reqmre- 
ments that stand in sharp relief As Fig i shows, the movement 
in the long-term rate of interest since igzi has broadly followed 
the course taken by the liquidity of the economy, expressmg 
this as the percentage of the national income represented by the 
quantity of money, movements m the rate of interest occurring 
through changes m either or both of these magnitudes. 
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However, the interaction of economic forces makes accurate 
prediction difficult, for its effect may be either to extend or check, 
and even reverse, a movement m the rate of the interest. An 
improvement in the balance of payments, for example, may tend 
m the first mstance to lower the rate of interest , but if higher 
domestic expenditure results from the increase in exporters’ 



Price of zi per cent Consols 

Net bank deposits, plus currency in circulation, 

as a percentage of the gross domestic product 
Fig I The price of zi per cent Consols and the 
hquidity of the economy 1931-56. 

mcomes, the rate of interest may be forced upwards Similarly, 
an expansiomst monetary policy, or a Budget deficit financed by 
bank credit, may begin by reducing the long-term rate of interest , 
if it generates inflation, the rate of interest may well rise to a 
much higher level than the original one if the authorities are not 
w illin g to increase the quantity of money at an expanding rate. 
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As long as planned saving and investment are not equ^l, the 
economy wiU be either expandmg or contracting, and even if the 
gap between these two constituents of the demand for and supply 
of securities is filled by an equal and opposite flow of demand or 
supply resulting from the interaction of the rate of interest with 
investors’ expectations, or from a change in the quantity of money, 
the market in securities may not remam stable. For expansion 
or contraction in the national income is likely to give rise to a 
series of mutually-mteracting developments that will bear on the 
rate of interest in one direction or the other For the rate of 
interest to be firmly anchored, investors as a whole must be 
content with the proportion of their wealth held in bonds, planned 
saving and investment must be equal, and the quantity of money 
must be constant. Needless to say, this stationary state of affairs 
rarely occurs. 

If a very long view is taken of the history of the rate of interest, 
broad cyclical movement can be identified with the alternation of 
what some econoimsts have described as ‘capital-hungry’ and 
‘capital-sated’ periods. Wars, discoveries and inventions, the 
development of new goods and productive techniques , population 
movements — these may create conditions in which planned 
investment will be sustained at a relatively high level for many 
years, causing high rates of interest about which secondary 
fluctuations occur As the outlets for profitable investment 
become more fully exploited, the intensity of mvestment then 
falls off, and the tendency towards lower rates of interest may be 
strengthened by the fact that the rise m real incomes produced 
by the investment of the ‘capital-hungry’ period may increase 
the proportion of its income that the community is able and 
wdhng to save 

These ‘capital-hungry’ and ‘capital-sated’ periods may last for 
as much as twenty or thirty years Colm Clark, for example, in 
The Economics of ig6o, has distingmshed the followmg sequence 
over the past century 

(1) ‘Capital-hungry’ period from about 1850 to about 1875— 
the long-term rate of mterest moving within the range of 
3-3^ per cent. 

(2) ‘Capital-sated’ period from 1875 to 1900 — ^with the long- 
term rate of interest varying between 3J and a little under 
2^ per cent 
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(3) ‘Capital-hungry’ period from 1900 to 1930 — ^with the long- 
term rate of interest rising to 5J per cent m 1920 

(4) ‘Capital-sated’ period from 1930 to the outbreak of war — 
the long-term rate of mterest falling to under 3 per cent 
and not rising again above 3 J per cent. 

(5) ‘Capital-hungry’ period since the war. The long-term rate 
of interest has already been as high as 5^ per cent 

These ‘long waves’ of economic fluctuation do not stop at 
the shores of any one country Within them there could be 
discerned before the war the 7-10-year oscillations associated 
with trade cycles, with their similar movements in the rate of 
interest witbn the larger swmgs. But just how far the rate of 
interest will rise in the boom and fall in the slump, history alone 
will not tell us 

THE RATE OF INTEREST AND THE LEVEL OF TAXATION 

Other things being equhl, an increase in the rate of taxation 
tends to cause a rise in the rate of interest A decrease in the rate 
of interest net of tax reduces the attraction of bonds compared 
with that of money as a form in which wealth can be held to meet 
future contingencies and may also reduce the willmgness to save 
But ‘other things’ are rarely equal, and the full effect of a change 
in the rate of taxation cannot be readily discerned, for it may 
react on capital investment and on the expectations of investors 
as well , the use of fiscal policy may also modify the extent to which 
the authorities draw on monetary weapons instead in order to 
check a boom or prevent a slump. 

The net rate of interest at the standard rate of income tax has 
remained remarkably low since the war, increasing from roughly 
i| per cent in 1946 to not much more than 2 per cent in 1954, 
and rising to 3 per cent only in 1956 In the decade 1919-29, 
before the onset of world-wide depression, the net rate fluctuated 
between 3^ and 3! per cent. Taking into account the rise m retail 
prices, the net interest return on government bonds m real terms 
in most post-war years has actually been negative This suggests 
that inertia and habit play an important part m the capital market 
and that the expectations of investors concerning the likely upper 
limit to the rate of interest remain based for a long period on 
histoncal notions dominated by the record of mterest rates gross 
of tax. 
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YIELDS ON DEBENTURES AND PREFERENCE SHARES 
Yields on debentures and preference shares follow the general 
direction of the long-term rate of interest As these securities are 
not entirely free from the risk of default, there is some tendency 
for their yields to increase somewhat, in relation to ‘the’ rate of 
interest, when industrial or political conditions become uncertain 
or when the supply of industrial fixed-mterest securities in the 
form of new issues presses upon the market But the extent to 
which yields on first-class debentures have diverged from the 



Debentures 

si per cent Consols 

Fig 2 Yields on preference shares, debentures and si per cent Consols 
1929-57, based on constituents of Actuaries’ Investment Index Loga- 
nthnuc vertical scale The pre-war and post-war senes are not stnctly 
comparable 

rate of interest since the war has been small. Preference shares, 
which are subject to a rather greater risk of default than debentures, 
may prove somewhat more sensitive to industrial conditions. 

The status of redeemable preference shares was damaged in 
1949, when court decisions confirmed the right of a company to 
redeem its preference shares when their market value stands above 
par The effect this had in inserting a thicker wedge between 
yields on preference shares and the long-term rate of interest was 
reduced somewhat in subsequent years owing to the fall in the 
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volume of new issues of preference shares caused mainly by the 
incidence of the tax on distributed profits 
The yield on any individual debenture or preference share, of 
course, will depend on the market’s assessment of its security 
Investors will pay regard to the standing of the company, the 
asset and income cover for its fixed-interest stocks, and the degree 
of priority possessed by the claims of the holders of the debentures 
or preference shares concerned on income and assets The yield 
of redeemahle fixed-interest industrial securities will also be in- 
fluenced by expectations regarding the future pattern of interest 
rates, as m the case of any dated stock , this question is the subject 
of the followmg chapter 



CHAPTER 32 

THE PATTERN OF INTEREST RATES 

SHORT-TERM AND LONG-TERM YIELDS 
Because of the existence of securities with different terms to 
maturity, investors’ expectations cannot be considered simply as 
influencing the choice between one class of securities and money 
or goods The expectation of changes in interest rates may mstead 
justify switching from one class of security to another, from 
short-term to long-term stocks, or vice versa When rates of 
interest on stocks of different maturities are expected to rise to 
the same degree, it is clear that investors will be justified in 
switching ‘short’, and conversely 

If the yield on 2^ per cent Consols were to rise from 4 to 5 per 
cent, for example, the price of this ‘perpetual’ stock would fall 
from 62I to 50, a drop of almost one-fifth If the yield to redemp- 
tion on a 2^ per cent coupon stock with only one year to maturity 
were to rise from 4 to 5 per cent, its price would decline from 
approximately 98 5 to 97 6, a reduction of only i per cent 
This IS because the yield to redemption of a dated stock consists 
of two elements, the annual interest payment and the difference 
between the current market price and the redemption price, which 
can be expressed as compound rate of interest per annum The 
nearer the redemption date, the closer must be the current price to 
the redemption price for a security with a given coupon rate and a 
given market yield Thus, for any given change in yield, prices 
of securities close to their redemption date will change less than 
those with longer to run • 

Having said this, however, we are not much nearer the relation- 
ship between rates of mterest on securities of different terms to 
maturity, for in practice the pattern of mterest rates does not move 
up or down by the same amount throughout its length but 
experiences greater fluctuations m yield at the ‘short’ end than 
at the ‘long’ This is inherent m the operation of investors’ 
expectations m the uncertainty as to future rates of mterest that 
prevails m the real world 

* An exception to this principle has been noted on page 120, 
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SOME IMPLICATIONS OF UNCERTAINTY 

Capital and Income Uncertainty 

The problems raised by uncertainty can be approached by 
comparing the respective penalties incurred as a result of an 
‘unfavourable’ movement of rates in the case of a purchase of 
short-term and long-term stocks respectively In general the 
purchase of a fixed-interest security carries a greater risk of 
capital depreciation for any given rise in yield, the longer is its 
term , but whereas a short-term stock is relatively immune to the 
risk of depreciation in the event of a rise in interest rates, the 
purchase of a short-term stock involves a different risk from which 
the longer-term bond is free for a correspondingly longer period 
This IS the risk that when the stock matures interest rates will 
have fallen, so that its proceeds can be reinvested only at a rate of 
interest which will produce a yield over the whole term of invest- 
ment lower than that which could have been obtained by pur- 
chasing a longer-term stock in the first place Even if the short- 
term rate is in excess of the long-term rate m the first instance, 
some disadvantage may therefore be incurred in buying a short- 
term rather than a long-term stock In brief, the degree of 
‘ capital uncertainty ’ increases with the term of the stock, but what 
can be described as ‘income uncertainty’ diminishes 

The risk of capital depreciation of a long-term stock is not 
removed by the knowledge that in practice long-term yields 
fluctuate less than short-term yields. In comparing the possible 
price fluctuations of a five-year and a twenty-year stock, for 
example, each with a coupon rate of 3 per cent, a rise in yield 
from 3 to 4-| per cent in the longer stock would entail a f^l in 
price from lOo to 8o * In contrast, it would require an increase 
in the five-year rate from 3 to yf per cent to subject a five-year 
stock to this degree of capital depreciation In the past century 
the full range of fluctuation in very short-term rates, as measured 
by the yield on a first-class bill with three months to run, has been 
from about to 10 per cent, whereas the yield on a perpetual 
stock has varied roughly between 2^ and 5^ per cent. The full 
range of price fluctuation m the case of 2J per cent Consols has 
been roughly twenty times as great as that on a three-month bill. 


• With half-yearly interest payments 
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The choice between income and capital risk is thus one between 
short-term and long-term bonds However, it may be asked, if 
an investor were quite uncertain as to the future of interest rates, 
why should he prefer one to the other ? For although it is true 
that a rise in yields would penalize the holder of a long-term bond, 
he would gam if interest rates fell , and conversely m the case of a 
holder of a short-term stock. If mvestors were completely un- 
certain as to the future, or if they beheved that the probabilities 
of a rise and a fall in interest rates were equal, why should they 
not be indifferent between short-term and long-term bonds if they 
carried the same yield to redemption, irrespective of whether 
investors were influenced by considerations of income or capital ? 
If investors were indifferent between stocks of different matunty 
in conditions of complete uncertainty, they would merely select 
stocks providing the highest yield until all stocks yielded the same 
amount In the same way borrowers would issue securities for 
the term showing the smallest cost, again leading to a set of 
uniform yields * 


Income- and Capital-consciousness 

In real hfe, however, uncertainty produces not indifference, 
but caution, some investors are conscious of the risk of capital 
depreciation, while others are more conscious of the necessity for 
maintainmg a steady mcome over a longer period If stocks of 
different periods to matunty provide the same yield to redemption, 
the investor who values certainty of capital will choose shorter- 
dated stocks if he is quite uncertain as to the future, whereas the 
‘income-conscious’ investor will put his money into longer-term 
stocks The capital-conscious investor will require a higher yield 
on a long-term bond than on a shorter stock as a ‘risk premium’ 
to compensate him for the fact that, if the yield were to nse by 
the same amount on each, his capital would depreciate by more 
if held in the form of the long-term security The predominantly 
income-conscious investor, on the other hand, will prefer the 
longer-term bond unless the short-term stock provides a risk 
premium above the yield on a long-term bond, to compensate 
him for the possibility of a fall m interest rates. 

* If investors are subject to different rates of tax, however, the same stock 
will provide different net yields to different investors The incidence of tax will 
therefore influence the shape of the yield pattern 
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This caution, a bias against loss in conditions of uncertainty, 
or when the chances of loss and gam are thought to be equal, 
exists m many guises To the business concern, in its widest 
sense, the need for solvency is absolute, and most investors are 
faced with liabihties which must not be compromised, Even 
where such liabilities are unimportant, the bias against loss exists 
in the form of what we can describe, crudely, as the dimmishing 
marginal importance of wealth, the importance to us of the 
marginal of our income or our capital, as the case may be, 
dimmishes as the size of our income or capital increases, if ‘ other 
things’ remain equal. The result is that the loss of ^X, at any 
point, constitutes a loss of satisfaction greater than the increase 
that would be derived from a gam of ^X. The principle is perhaps 
the justification of the bias towards caution in what is generally 
described as ‘sound’ investment and helps to explain why mvest- 
ment advice when the outlook is uncertain often stands a better 
chance of being accepted if it strikes the note of pessimism 
rather than one of hope 

If uncertainty leads the income-conscious investor to be biased 
in favour of long-term stocks and the capital-conscious investor 
to favour short-term stocks, the shape of the yield pattern will 
depend partly on which of these types of investor predonunates. 
Other things being equal, if capital-consciousness is dominant the 
pattern of yields will be such that yields rise with the term to 
maturity when the market outlook is very uncertain, for the 
capital-conscious investor would choose a shorter-term stock if a 
long-term stock did not provide a higher yield Conversely, if 
mcome-consciousness rules the market, short-term stocks will 
carry higher yields than long-term stocks when investors are quite 
uncertain as to the future, for income-conscious investors would 
choose long-term securities unless these yielded somethmg less 
than the ‘shorts’ 


The Imtituitonal Framework 

It is not possible to say, however, what the exact structure of 
yields would be if all investors were absolutely uncertain as to the 
future, for this would depend on the psychological qualities of 
mvestors individually and on certain institutional factors. It is 
probable, however, that in the present capital market uncertainty 
would produce some upward-sloping yield curve, if yields of 
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different stocks were plotted against the vertical axis of a graph 
and their term to maturity against the horizontal The discount 
houses are limited in their policy for the most part to stocks with 
a life of up to five years, and the banks, if uncertam as to the 
future, are as a rule unwilling to advance beyond stocks of a 
certain maturity, with some tendency to concentrate, like the 
discount houses, on very short-dated bonds. Business concerns, 
too, have to preserve capital values for future contingencies and 
hold their liquid reserves in the form of cash or short-dated stocks. 
At the other extreme are the growing life-assurance and pension 
funds, which are income-conscious investors, the importance of 
their annual purchases of securities would probably arrest the 
upward slope of the yield pattern in conditions of uncertainty. 

There is also some dispersion of mterests among different types 
of borrowers Perhaps only the State would be indifferent 
between borrowing ‘short’ and borrowing ‘long’ if there were no 
difference in cost But among other borrowers there will be some 
who prefer to borrow ‘short’ only, if they require funds for a short 
period of time, while those borrowers who wish to obtam funds 
for a longer period will prefer to borrow ‘long’, if the cost is no 
bgher than the cost of borrowing ‘short’. To the borrower, 
uncertainty as to the terms on which a short-term loan can be 
refinanced or a long-term loan liquidated will justify matchmg 
the term of his loan with the term of the asset which the loan is 
required to finance The borrower who issues a short-term loan 
to finance a long-term project also faces the risk that in certain 
circumstances he may not be able to raise fresh funds to re- 
finance his loan at all. On the whole, the action of borrowers 
reinforces the conclusion that the curve of yields would slope 
upwards, at least over a substantial part of its length, in conditions 
of great uncertainty. 

The pattern towards which yields would tend, however, also 
depends on the supply of stocks of different terms In those 
countries where long-term bonds form an unusually small propor- 
tion of the national debt, for example, the curve of yields will 
slope upwards less steeply for any given set of preferences on the 
part of investors. The shape of the yield pattern will also be 
influenced by taxation If interest only were subject to tax an 
increase in the rate of taxation, by raising the penalty of capital 
depreciation in terms of net income, would tend to strengthen 
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any bias in favour of short-dated stocks In practice, the varying 
incidence of taxation cannot be summarized with any precision 
The shape of the yield curve will also be flattened by the 
operations of financial intermediaries that earn their income by 
borrowing at a low rate of interest and lending the proceeds at a 
high one By borrowing ‘short’ and lending ‘long’, when the 
curve of yields is persistently upwards, they take the risk of a 
rise in short-term interest rates To some extent the banks are 
in this position. 


A ‘ Usual’ Yield Pattern? 

In short, the precise shape of the yield curve in conditions of 
great uncertainty cannot be predicted. Nevertheless, market 
operators sometimes seek a ‘usual’ pattern in their interpretation 
of what ‘the market’ has come to regard as usual in conditions 
when no defimte expectations about the future exist The pre- 
donunant attitude seems to be that only some ascending pattern 
of yields can be regarded as usual 
Apart from its roots in the basis of capital-consciousness, this 
view can claim to be founded on fairly recent experience, namely 
the general upward pattern that has prevailed until recently since 
1932. But It cannot be stressed too often that between 1932 and 
1952 the pattern was that based on a pohcy of ‘cheap’ money, 
the major part of the period being dominated by either depression 
or war, none of which, we hope, should be regarded as usual In 
the years 1825-1932 the curve of yields was downwards in no 
fewer than 580 months, so that a long historical view does not 
reveal any predommant pattern The longest time for which the 
short-term rate, in this case the bill rate, has been above the yield 
on Consols without interruption since 1825 is forty-two months, 
and periods of more than twenty months were not infrequent 
before 1932 If we exclude 1932-52, the years of depression and 
cheap money, the longest period in which long rate has stood 
above the bill rate is fifty-four months * 

It IS true that before 1914, when downward-sloping yield curves 
were not unusual, the capital market bore little relationship to that 
today, m regard to the range of stocks available and the influence 
and policy of different types of investor, but this observation only 

•FA Lutz, ‘The Structure of Interest .Quarterly Journal of Econo- 

mtcs, Volume LV, 1940-41 
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strengthens the case against the idea of a ‘usual’ yield pattern 
Given the character of the capital market and the relative volume 
of stocks of different terms, the pattern of yields must be explained 
with reference to expectations, vague though the latter may be, 
and there is no apparent reason why any set of expectations should 
be considered ‘usual’. 

expectations and the pattern of interest rates 
Mathematical Relationships 

If an mvestor holds defimte expectations about the future of 
interest rates his choice between stocks of different terms to 
maturity can thereby be determined A man willing to tie up his 
funds for two years will prefer a one-year stock yielding 5 per cent 
to a two-year stock yielding 4 per cent, if he believes that he will 
be able to reinvest the proceeds of the former in a year’s time at a 
certain minimum rate of interest. In practice he will be able to 
reinvest m a security with many years to run, for he can hold it 
for a year and sell it before maturity But foi the sake of sim- 
phcity we can suppose that his choice hes between a succession of 
two i-year stocks and one 2-year stock, to be held to maturity 

The choice between them is clear if we ignore the compounding 
of interest The two-year stock provides a certain interest return 
of 8 per cent over the two years, so that the purchaser of the one- 
year stock yielding 5 per cent must be confident of being able to 
reinvest in another one-year stock in a year’s time with a yield of 
more than 3 per cent for the (initial) one-year stock to appear a more 
attractive purchase , if he expects the one-year rate of interest to 
be below 3 per cent in a year’s time, the two-year stock -will seem 
the more profitable security 

The investor would be indifferent betvs'een the two stocks if he 
confidently expected the one-year rate of interest to be 3 per cent 
in a year’s time, that is if the yield per annum on the two-year 
stock was expected to be equal to the arithmetic average of the 
two successive one-year rates of interest. 

With the compounding of interest the relationship is much more 
complicated On the one hand, an initial capital sum of, say, £100 
can be continuously invested ‘short’, to earn a stream of interest 
receipts growing as a result of compounding through reinvest- 
ment at the ‘short’ rate prevailmg in each successive period 
On the other hand, the same mitial capital sum can be invested 
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‘long’ to earn a stream of interest receipts that will grow through 
compounding at the long-term rate of interest An investor will 
be indifferent between these two courses of action if, on using 
the long-term rate of interest prevailing on the long-term stock 
to discount the stream of short-term interest receipts foreseen over 
the life of the long-term stock, the present discounted value 
obtained is also £ioo, the initial sum investable m both cases 
Discounting takes account of the time factor, giving more weight 
to high short-term rates of interest prevaiUng in the relatively 
near future, for example 

As a rough approximation, however, we can say that the yield 
on a long-term stock would have to equal the geometric mean of 
the succession of short-term rates foreseen during the span of its 
hfe for an investor sure of his forecast to be indifferent between 
short-term and long-term stocks 

Ignoring taxation and expenses of dealing, then if all borrowers 
and lenders had complete mobihty as between loans of different 
terms, and if all investors held the same view of the future of 
interest rates and held it with absolute certainty, the pattern of 
yields at any time would have to be consistent with that view, 
yields would be such that investors were indifferent between 
stocks with different terms to maturity On the principle just 
outlmed, the yield on any long-term stock would be approxi- 
mately equal to the geometric mean of the short-term yields 
foreseen as occurring over the duration of its life Long-term 
yields could stand above or below current short-term yields, 
depending on whether the current short-term yield stood below 
or above the mean of future short-term yields Yields would be 
uiuform for all terms only if rates of interest were known to 
remain quite unchanged for an indefinite time ahead 

Short-term yields would fluctuate more than long-term yields, 
because the average of a series of yields must be more stable, as a 
mathematical proposition, than the individual short-term yields 
that prevail at each successive point of time. The extent to which 
long-term yields followed the movement of short-term yields 
would depend on the extent to which the latter at any point of 
time departed from their future average 

In these circumstances the knowledge that the price of a 
security was about to fall would not deter an investor from holding 
It, for the holder would be compensated by his interest payments , 
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if he held a stock with a different term to maturity, or if he held 
money instead, he would be no worse and no better off Holding 
money for one year would merely deprive an investor of the yield 
obtainable on a one-year stock, which would also be equal to the 
yield obtainable from holding any stock for one year. Corre- 
spondingly, the knowledge that the price of a security was about 
to rise would not justify switching into it from another stock 

It does not matter whether we describe such a hypothetical 
situation by saying that long-term yields would be determined by 
the expected course of short-term yields or that short-term yields 
would be determined by expected long-term yields. The point 
IS that if all investors held the same opimon with complete 
confidence the yields on stocks with different terms would have 
to be consistent In technical language, the pattern of yields would 
be governed by the ‘remvestment’ rates of mterest between 
different stocks The reinvestment rate of mterest between stocks 
of X andF years to run, where F is greater than X, is the yield that 
in X years’ time will have to be obtainable on a stock with (Y—X) 
years to maturity for an investor to obtain the same yield over the 
full period of F years no matter whether he chooses the stock with 
X or that with F years to run 

Expectations and the Pattern of Interest Rates tn the Real World 

In the real world expectations are not unanimous or held with 
complete conviction or clarity The pattern of mterest rates can 
rarely be regarded as being ‘consistent’ with a smgle market view 
of Its future, for investors hold a variety of blurred and conflicting 
opinions , and the existence of uncertamty deters most investors 
from altering the composition of their portfolios frequently 
Nevertheless, the considerations outlined so far in this chapter 
can be adapted, within himts, to throw light on the varymg 
pattern of rates m real life. 

I When the bulk of investors have no strong viqws about the 
future the pattern will be that of some upward curve. The 
upward slope of the curve will be less steep at the ‘ long ’ end when 
the long-term rate of interest is at a level which investors have 
come to regard as being not far from normal, because of the bias 
of income-conscious investors for long-term stocks 

3. When the curve is downward-slopmg over the whole of its 
length. It can be inferred that the majority of investors beheve 
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that short-term rates of interest, at least, are about to fall For it 
IS the probability of a fall — ^which would entail lower yields on 
reinvestment — ^that deters income-conscious investors from switch- 
ing into short-term stocks It can also be inferred, although with 
less certainty, that on balance long-term rates are also expected to 
decline , the more-confident investors will already have switched 
‘long’ 

In a period in which Bank rate has been altered frequently, 
the downward yield curve will usually be found to result when 
Bank rate has been raised to what is regarded as an abnormally 
high level, as m 1957, when Bank rate stood at 7 per cent, and in 
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Fig 3 Three yield curves 

1931, when it was raised to 6 per cent The downward curve can 
perhaps be regarded as a ‘crisis’ curve — rates are high but are 
not expected to remam so mdefimtely 

The slope of the curve will depend on how long investors 
expect the high level of interest rates to continue. It follows that 
when Bank rate is raised for some obviously temporary purpose, 
yields on long-term bonds may be hardly affected at all For 
example, if a rise in Bank rate causes the rate on Treasury bills 
to be increased by i per cent, an investor who is confident that 
this new level will not last for more than a year will be deterred 
from switching into Treasury bills from per cent Consols if 
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the price of the latter falls by a mere i per cent (or by less if he 
pays tax on his interest) For the return of the price of Consols 
to Its previous price within one year would completely offset the 
extra yield derived from mvestmg in Treasury bills for one year 
In the nineteenth century, when alterations in bank-rate were 
numerous, the yield on long-term stocks frequently hardly changed 
at all even when movements m Bank rate were sharp 

That long-term yields do not fluctuate as widely as the yield 
on shorter-term stocks can be explamed either by considerations 
regarding the comparison of present with expected future short 
rates, or merely by the knowledge that this has usually been so 
in the past. 

3 There is nothing in prmciple to prevent short-term and 
long-term yields from moving in opposite durections, if a movement 
m short-term rates is widely held to be temporary If long-term 
rates have been following the course of short-term rates, long- 
term rates may eventually move counter to short-term rates when 
sufficient investors come to the conclusion that the series of 
changes in short-term rates is coming to an end and that there is 
a chance of a reversal of the whole movement of rates 

4 When the yield curve slopes upwards over the whole of its 
length and the curve is steep, so that short-term yields are very 
low, it can be deduced that the low level of short-term rates, at 
least, i& widely regarded as temporary , capital-conscious investors 
will have already switched ‘short’ for fear of a capital loss due to 
a rise in long-term yields, while income-conscious investors will 
have switched ‘short’ in response to expectations of the higher 
yields likely to be obtained from reinvestment when interest rates 
rise A vigorous cheap-money policy, particularly when under- 
taken at a time that mvestors fear to be inopportune, will, as in 
1946-7, result in a curve of this shape 

5 A humped curve may have several explanations It will 
occur when sufficient investors have recently switched from 
medium-term stocks to short-term stocks because of the risk of 
some rise in short rates, but at a tune when long-term yields look 
rather high, so that few mvestors have sold long-term stocks to 
buy medium-dated or short-dated stocks. This situation may 
exist either when the risk of a rise m short-term yields is not very 
strong or when the rise is expected to be too short-lived to have 
much effect on long-term yields. 



THE PATTERN OF INTEREST RATES 449 

The development of a hump in the yield curve can also be 
attributed in situations such as these to the fact that certain 
institutions, depending on their degree of income- or capital- 
consciousness, -will generally confine their holdings to certain 
sections of the yield curve Thus when there is even a small risk 
of a rise m short-term rates the discount houses, who are very 
capital-conscious, can be expected to switeh short, and the banks 
may also be induced to act in a similar if less decisive fashion 
The actions of these two groups of mstitutions will thus cause an 
upward-slopmg curve in that part of the yield structure stretching 
as far, say, as ten-year or fifteen-year stocks At the other end of 
the scale, however, income-conscious investors such as insurance 
companies and pension funds will not be tempted out of their 
long-term stocks if long-term yields are high, especially if the 
rise in short-term yields is unlikely to be large or long-hved A 
humped curve can therefore sometimes be regarded as two 
separate curves, one rising and the other falling, each dominated 
by institutional capital-consciousness and income-consciousness 
respectively 

A humped curve may also be the result of a situation in which 
long-term yields are thought to be above their long-term average 
but in which short-term yields are not particularly high. There 
may in this case be no defimte expectations of a movement in 
short-term rates one way or the other, so that the capital- 
consciousness of banks and discount houses will produce a rising 
curve over part of the yield structure, but income-conscious 
investors may have switched from medium-dated to long-term 
stocks They may have done so because long-term yields were 
sufRciently high, m relation to yields previously ruling on medium- 
dated stocks, to lead to the conclusion that the reinvestment of the 
proceeds of medium-term stocks m, say, fifteen years’ time would 
probably be done on too unfavourable terms, that is to say at too 
low a rate of interest, to justify acceptmg a high yield for fifteen 
years rather than a somewhat lower one for thirty 

6 A saucer-shaped curve is a humped curve with these 
possibihties reversed 

Interest Rates arid the Impact of Economic Events 
Expectations will be influenced by factors such as the course 
of saving and investment, banking and monetary policy, as well 
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as by the possible actions of ‘other’ investors. The interaction of 
expectations regarding the pattern of rates with these forces can 
be analysed in terms similar to those used in the exanaination of 
the behaviour of ‘the’ rate of interest m the abstract 
The pattern of rates may change in the first instance, not 
because investors’ expectations have altered, but because savmg 
or investment, or the policy of the authorities or the banks, has 
changed. If planned investment increases, for example, the first 
impact on the security market will depend on just what form is 
taken by the attempt of industry to obtain extra finance The 
demand for additional workmg capital may put pressure on short- 
term bond yields, if a rising demand for bank advances can only 
be accommodated if the banks sell securities. Sales of short-term 
bonds may also emanate from business portfohos. An increase 
m the volume of new issues will bear more on long-term security 
prices , if the proceeds of new issues are held by companies in 
short-term stocks until required to finance expenditure, short-term 
yields may even fall for a while 
When the pattern of rates is first mfluenced by monetary 
policy, the immediate effect will depend on the form this inter- 
vention takes If Bank rate is changed in a period in which such 
alterations are frequent, the first impact will be felt by money- 
market rates and by yields on short-term bonds, there may be 
httle change in long-term yields. If the change in Bank rate, as in 
1 95 1-2, comes after a long period of disuse, or if, as in that 
period, a change is interpreted as a recastmg of the whole basis 
of monetary policy, long-term rates of mterest may experience 
sharp changes immediately. Long-term yields wiU be affected 
directly if monetary policy takes the form of open market opera- 
tions in long-term stocks The authorities themselves may 
undertake switching operations for one reason or another. 

The consequences of these forces on the pattern of yields will 
depend on how they react on investors’ expectations about the 
future pattern of interest rates, but expectations may be altered 
by the knowledge of economic events The longer the period 
under review, the less can the effects of any one set of factors be 
considered in isolation 



CHAPTER 33 

ORDINARY SHARE YIELDS AND PRICES 


In practice there is a half-way house between holding fixed- 
interest securities and holding goods, namely ordinary shares, 
which are a cross between a fixed-interest security and a title to 
goods Ordinary shares can be purchased out of planned saving 
and are issued by businesses that finance their investment in this 
form. To this extent the prices of ordinary shares and of fixed- 
mterest securities are mfluenced by saving and investment in a 
similar fashion. But the effect of the actual or expected course of 
ordmary-share dividends is superimposed upon the forces that 
determine the prices of fixed-interest securities and ordinary shares 
alike, so that the prices of ordmary shares and fixed-interest 
securities can move m different directions, shifts in both supply 
and demand occur between the two types of asset 

VARIABLE DIVIDENDS AND RISK 
The growth of productivity raises all mcomes, including profits, 
so that, government fiscal action apart, profits and ordinary-share 
dividends per unit of capital employed follow a rising curve over 
the long run In this respect ordinary shares are superior to 
fixed-mterest securities But because the fear of loss is apt to be a 
more potent force than the chance of gain, especially when the 
gam may be distant and the loss not far ahead, the risk that 
ordinary dividends may one day be reduced to below their 
current level, or the risk that on liquidation the assets of a company 
will not realize enough to repay the purchase price of an ordinary 
share, attaches a disadvantage to equity investment in the eyes of 
both income-conscious and capital-conscious investors Wars, 
high taxation, nationalization, dividend restriction and trade 
depression are enemies of the ordinary share whose disappearance 
cannot be taken for granted ‘The’ long mn increase in profits 
and dividends which an expanding economy promises is, after all, 
a statistical average in which individual companies may not 
participate Economic expansion is the result of economic change, 
which has its victims as well as its favourites 
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WHAT IS THE YIELD OF AN ORDINARY SHARE ? 

Apparent Yield 

At any point of time all that the investor knows regarding the 
yield of an ordinary share is its current market price and its last 
interim and final dividend Its yield so calculated can best be 
described as its appai ent yield. The fact that many shares show an 
apparent yield of lo per cent at a tune when others register one 
of only 4 per cent indicates that apparent yields are as much the 
result of investors’ actions as their cause. At any existing market 
price It is the pattern of expected yields that determines the actions 
of sellers and buyers. 


Expected Yield 

The expected yield is the relationship of the current price of a 
share to expected future dividends plus or nunus any change in 
price which an investor expects over the future, the expected 
yield attached by any one investor to a given share may outrage 
the credulity of another The term ‘expected yield’, like the 
‘expectations’ of an mvestor, is again a form of shorthand, a 
symbol for the perhaps vague and only half-formed thoughts that 
an mvestor harbours concerning future dividends and share pnces 
He may, consciously or otherwise, have in his mind’s eye a range 
of yields for any one share, with its corresponding range of 
probabilities. We could, therefore, be more precise by speaking 
of a most likely or mean expected yield, to which can be related 
another factor representing the spread of his forecasts around this, 
the ‘standard deviation’ of the statistician 

These are useful refinements of analysis, but precision of 
expression is swamped by uncertainty m the mind of the investor 
himself It IS doubtful whether many investors are able to place 
a numerical value on the expected yield they attach to a particular 
share. Nevertheless, the fact that an mvestor may not be able to 
say exactly what yield he expects from an ordinary share need not 
deter him from saying that the yield he expects from one is greater 
or less than that which he expects from another or from a fixed- 
interest security, any more than the fact that we are not mechani- 
cally equipped accurately to measure distances and speeds need 
prevent us from deciding whether to risk a dash across a busy 
road. We invest for the future and must act on our expectations , 
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even a refusal to act at all must be based on some view of what 
lies ahead In the last resort, if an investor cannot say whether 
he expects the yield of one security to be greater than that of 
another he must be indifferent between them, as long as he is 
similarly undecided about the probable range within which the 
yield of each will fall 

It should be observed, however, that the prudent investor will 
not consider the expected yield of a security in isolation from his 
portfolio as a whole Stnctly speaking, it is by the effect on the 
expected yield of his whole portfoho and on the confidence with 
which his expectation can be held that the sensible investor will 
judge the purchase or sale of a security Thus he will be reluctant 
to purchase an ordinary share in a company or industry in which 
he already has a substantial holdmg, if he fears that the result will 
be to expose his portfolio excessively to one type of risk. On the 
other hand, he will look with favour on a share whose acquisition 
dimimshes the risk attached to his total portfolio, by permitting 
a greater spread of risk and particularly by allowing different 
risks to be offset one against another (that is, by reducing the 
‘standard deviation’ on the expected yield of the whole portfoho) 
Thus, different investors will act differently, accordmg to the 
existing composition of their portfolio, even though their assess- 
ment of the yield to be expected from particular shares, if con- 
sidered in isolation, may be exactly the same 

EXPECTED YIELD AND RISK 

The expected yield of an ordinary share is blurred because of 
the uncertamty of future dividends and because the price at which 
It IS likely to stand in the future cannot be predicted with con- 
fidence Here, too, a distinction may be drawn between income- 
consciousness and capital-consciousness Equity prices fluctuate 
more than those of fixed-interest securities, and so the ordinary- 
share market is not a safe hunting-ground for the capital-conscious 
investor when the outlook is uncertain The foundations of the 
ordinary-share market are built by the transactions of the income- 
conscious investor, content to accept the risk of temporary fluctua- 
tions in share prices for the sake of the expected income yield that 
the dividends of an ordinary share may provide m the long run 
Of course, when expectations are more definitely optimistic, 
investors who would be preoccupied with the risk of capital 
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loss m times of uncertamty will also be numbered among the 

‘bulls’ 

Ordinary shares are more uncertain investments than fixed- 
interest securities with no or little risk of default both because 
ordinary dividends may vary and because ordinary-share pnces 
fluctuate more than ordinary dividends. The expected yield 
attached to an ordinary share by an investor, whether he is income- 
conscious or capital-conscious, must therefore exceed the ex- 
pected yield on a fixed-interest security in order to compensate 
for this greater degree of income and capital risk. The investor, 
in other words, will demand a ‘risk prermum’, m order to justify 
the purchase of an ordinary share rather than a fixed-mterest 
security. For the purchaser of an ordinary share cannot predict 
with the same confidence that his mean expected yield will be 
realized 

The size of this ‘risk premium’ attached by an investor to 
ordinary shares will reflect the assurance with which he looks 
forward to his expected yield materiahzmg. The size of the ‘risk 
premium’ will therefore be influenced by the risk of fluctuations 
in business activity, by the marketabihty of ordinary shares, by 
the protection afforded by company law, and by the adequacy of 
company accounts, all of which have some bearmg on the un- 
certainty of reahzed yield for which investors require to be 
compensated 

The degree of risk attached to a small holding of ordinary shares 
IS greater than that mcurred by a large and widely spread portfolio, 
whose experience can be expected to be more representative of 
the ordinary-share market as a whole The advantage of holdmg 
a large diversified selection of ordinary shares does not consist of 
spreading adverse experience over a number of shares in the 
mathematical sense alone, as a life-assurance company is able to 
predict the average mortality of a large group of people for all of 
whom mortality is inevitable The difference is that, in economics, 
many risks are not independent, one mdustry contracts because 
another grows, and one business fails because another succeeds 
A sufficiently varied portfoho reflects the gains that are the causes 
of its own losses and so bears some, at least, of the roundabouts 
as well as the swings of economic change But because ordinary 
shares as a whole are open to a general risk, above all that of a 
decline in business activity, most investors believe it prudent 
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to include m their portfoho some element of fixed-interest 
investment 

THE GENERAL LEVEL OF ORDINARY-SHARE PRICES 
AND YIELDS 

The Long-term Rate of Interest 

The rate of mterest on irredeemable government securities sets 
a datum for the determination of ordinary-share yields and prices, 
m that to any mvestor too small to influence the market the rate 
of interest on irredeemable government securities appears as a 
standard, free from income risk, by which the merits of an ordinary 
share can be judged But at any time a movement m the rate of 
interest may be the result of forces that bear on the market in 
ordinary shares in a different manner. 

Published Earnings and Dividends Declared 

Given the long-term rate of interest, ordinary-share prices 
reflect pubhshed equity earmngs and dividends declared. The 
earmngs cover for dividends gives some indication of the security 
of dividends and the chance of an alteration if trading conditions 
change, but jam tomorrow is not valued as highly as jam today, 
so that, other things being equal, dividends declared carry more 
weight than pubhshed earmngs 

Viewed in isolation, a conservative dividend policy, or a heavy 
weight of company taxation, tends to depress ordinary-share prices 
But the full effect is less clear For it is conceivable that retained 
profits might be used to finance such a high level of capital 
investment that the value of the national income and that of the 
general level of profits might be raised above those which would 
have materialized if dividends had been on a more generous scale 
but their recipients more abstenuous m their personal expenditure 
Similarly, m so far as the proceeds of company taxation are spent 
by the government, gross incomes and profits may be increased 
in money terms, if taxes are paid at the expense of the current 
saving of compames or shareholders In short, both the allocation 
of profits to reserve and the taxation of profits depress share 
prices by reducing the proportion of gross profits that is distributed, 
but in so far as retained profits m the one case or tax receipts in 
the other are spent, the level of gross profits will be maintained 
and even increased 
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Expected Dividends and Earnings 

Share prices will be influenced by changes in expectations 
regarding future dividends and earnings At any moment of time 
the level of share prices reflects the predominant state of hope or 
fear regarding these factors, and the response of the market to 
dividends declared and earmngs pubhshed will depend on the 
extent to which they match expectations If a change m dividend 
has been fully anticipated, the news of the change wdl leave the 
pnce of the share concerned more or less unaltered, merely 
causing a corresponding adjustment m the apparent yield If an 
increase in dividends proves to have disappointed a sufiicient 
number of mvestors, its announcement will be accompanied by a 
fall in share prices, and the failure of dividends declared to be 
reduced as much as had been feared will be accompamed by a 
rise 


'Second- and Third-degree Guessing' 

Fluctuations in ordinary-share prices have generally been more 
severe than the movement of the rate of mterest and the course 
of equity dividends and earnings would signify. Part of the 
explanation is that ‘the market’s’ expectations regarding the 
course of dividends are not always accurate, but except on 
occasions such as the slump of 1929-32 and the boom of I9S3-S> 
dividends and earmngs do not usually experience fluctuations 
wide enough for us to attribute swings m share prices mainly to 
this The oscillation of share prices is partly the result of changes 
in expectations regarding future share prices that are to some 
extent based on the anticipation by investors individually of other 
investors’ actions 

‘ Second-degree guessing’ is the belief that other mvestors are 
on the point of bujnng or selling because of their forecasts 
regarding ‘ objective ’ factors, such as the future course of dividends 
and earmngs In prmciple there is also the need for ‘thud-degree 
guessing’, le for attemptmg to assess what ‘other’ investors’ 
forecasts of ‘other’ mvestors forecasts happen to be, but whether 
many mvestors go this far explicitly is doubtful. As it is impossible to 
buy if all mvestors are seekmg to buy, or to sell if all are seekmg 
to sell, however, the capital-conscious investor, including the specu- 
lator, must attempt to anticipate purchases and sales by the rest 
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of the market as a whole, so that to each investor the actions, and 
therefore the expectations, of other investors are highly important 

The behaviour of the equity market in the short run will 
depend on the extent to winch it is influenced by short-term 
capital-conscious mvestors or by long-term, mainly income- 
conscious, investors For it is the latter who bring to the market 
the long-run stability and the discriminatory appraisal of industrial 
prospects that the market requires m order to act efiiciently as a 
signpost to the relative merits of different capital projects and as a 
means of providing liquidity to investors who wish to turn shares 
into cash for reasons other than the fear that other investors are 
on the point of doing the same It is true that there is a need for 
the speculator to assist the operation of a free market, as long as 
he acts so as to cushion fluctuations, absorbing the sudden shocks 
of purchases and sales , but the speculator will act in this manner 
only if he, too, has his eye on long-term considerations, or if he 
is convmced that other mvestors are wilhng to remove the 
responsibility from him withm a short space of tune Unfortu- 
nately, it is because speculation is so often dominated by the 
infectious quality of expectations that it frequently aggravates 
rather than cushions price fluctuations 

For one result of second-degree and third-degree guessing is 
that share price movements may be geared to themselves for a 
time A rise in share prices may lead some investors to take the 
view that other investors will believe the movement to be extended 
and so join m themselves As a rise in share prices gathers pace, 
the example of easy capital gams may lead to the substitution of 
wishful tknkmg, and even sheer greed, for pmdence, and in the 
later stages of a vigorous ‘bull’ market the ranks of the speculators 
may be swollen by the influx of inexpert and casual investors, 
tempted by the capital profits of others to take the plunge them- 
selves 

Sooner or later the necessity for ‘beating the gun’, for not being 
caught out if share prices do fall, induces an increasmg number of 
mvestors to ‘take their profit’ by selling. The signal for the first 
phase of weakness may be some ‘objective’ factor, such as an 
ominous slackemng in the rise of profits or dividends, or merely 
a vague feehng that the rise in share prices has been ‘ overdone ’ 
The need to avoid being caught by an eventual fall in share prices 
makes it all the more likely that a sharp rise in share prices will 
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eventually be reversed, and the fear of incurring capital losses 
due to the actions of othet investors will hasten the pace of sales 
and thus dnve down share prices perhaps to very low levels, 
especially if erstwhile ‘bulls’ are forced to sell stock in order to 
find the cash to meet their commitments As prices begin to fall, 
the decline may be aggravated for a while by the action of the 
‘bears’, who sell stock they have not yet got m the hope of being 
able to deliver by purchasmg at a lower price 

The knowledge that share prices have fluctuated in the past 
strengthens the likelihood of fluctuations m the future, and 
although the timing of vigorous swings m share prices has been a 
reflection of economic and political developments, their violence 
has been in large measure due to the ease with which wishful 
thinking leads the optimistic mvestor to believe that he can 
capitalize on other investors’ expectations in the boom and to the 
fear that causes investors to undertake the self-defeating path in 
reverse, pressing sales on a market in which other mvestors, too, 
are guided by the same motives The succession of swings of 
hope and fear thus magnifies the effect of fluctuations in profits 
and dividends 

The Institutional Framework 

In the course of time the demand for ordinary shares reflects 
changes in the nature of the capital market. The redistribution of 
incomes and wealth in the Erection of greater equahty is a 
development that would tend to reduce the demand for ordinary 
shares, but for the growth of life-assurance and pension funds. 
These mcome-conscious mstitutions hold a much larger proportion 
of their assets in the form of ordinary shares than would individuals 
if their savmg were not passed through these mstitutional channels 
The development of investment and unit trusts has also widened 
the demand for ordmary shares Changes of this sort have a deeper 
significance, for the wiLhngness of institutional investors to hold 
on to their shares at tunes of uncertainty helps to provide the 
stabihty needed to attract other, more capital-conscious investors 
into the field of equity investment 

On the side of supply shifts may occur in the relative weight of 
ordinary shares as opposed to fixed-interest securities In the 
short run new issues amount to little in relation to the stock of 
ordinary shares already in existence, and the effect of changes in 
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the level of new ordinary-share issues is often lost in the purchases 
and sales of existing shares But when the market in existing 
shares is otherwise in balance, such as when the market outlook 
IS uncertain, the weight of new issues will be an important 
determinant of share prices In the long run the supply of different 
types of industrial securities by way of new issues tends to adjust 
Itself to shifts m demand, damping down changes m security 
prices that the latter would otherwise cause The volume of 
ordinary shares in existence can also undergo important changes 
as a result of nationalization 

THE COURSE OF ORDINARY-SHARE PRICES 
Figs 4 and 5 show two pictures of the course of ordinary-share 
prices, dividends and equity eariungs between 1929 and 1957. 



Moody’s Services index of ordinary dividends, 1947=100 

Moody’s Services index of ordinary-share prices, 1947=100 

Moody’s Services index of equity earnings, 1947=100 

Fig 4 Ordinary-share pnces, dividends and earnings 1929-57 Dates 
refer to the year in which profits were earned and dividends declared. 
Loganthmic vertical scale 

Both are based on the experience of 150 compames selected by 
Moody’s Services to represent the whole equity market, excluding 
mines and plantation companies The indices of dividends and 
earnings relate to the years m which dividends were declared and 
earmngs published and are therefore in arrears of the period of 
trading to which they refer Fig 4 is a straightforward comparison 
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of the three indices, but in Fig 5 the index of share prices has 
been adjusted to take account of the long-term rate of interest, as 
represented by the price of 2^ per cent Consols The index of 
share prices, in other words, has been divided each year by an 
index of the price of Consols (based on 1929=100), in order to 
remove the direct effect that a change m the long-term rate of 
interest may have on ordmary-share prices Making this adjust- 
ment, the long-term course of share prices can be seen to have 
followed the general trend of dividends more closely than would 
otherwise appear to be the case In assessing the part played by 



Moody’s Services index of ordinary dividends, 1947 = 100 

Moody’s Services index of ordinary-share pnces, 1947 = 100 

Moody’s Services index of Equity earnings, 1947 = 100 

Fig s Ordmary-share prices (adjusted), dividends and eammgs 1929-57 
Dates refer to the year in which profits were earned and dividends 
declared Logarithmic vertical scale 

reported earnings, it must be remembered that published profits 
are unduly depressed by stock depreciation when commodity 
prices have fallen, as between 1930 and 1932 and between 1951 
and 1952, and inflated by stock appreciation when they have 
risen sharply, as in 1 950-5 1 Fig 6 shows that the margin between 
apparent ordinary-share yields and the rate of interest narrows m 
a boom, as in 1954-5, that it may also be very narrow after 
the worst of a slump, as in the years 1931-2, for in both situations 
investors will be looking hopefully for some not-too-distant 
improvement m dividends and share pnces 
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Equity Prices and Business Activity 
Fig 7 overleaf presents a broad view of ordinary-share 
prices since 1919, smoothing month-to-month changes The 
course of share prices over the years has followed the general 
direction of business activity, especially in the inter-war period 
The boom periods of 1919-20 and 1927-9, and the recovery from 
the slump of 1929-32, were all marked by an upswing in share 
prices, and the slumps of 1920-21 and 1929-32 and the minor 
recession of 1938 brought a corresponding fall The approach of 



Ordinary shares 

aj per cent Consols 

Fig 6 Yields on ordinary shares and aj per cent Consols 1929-57 
Based on constituents of Actuaries’ Investment Index The pre-war 
and post-war senes are not strictly comparable Loganthmic vertical 
scale 

war can be seen in the failure of share prices to rise as vigorously 
as production in the later mneteen-thirties. 

In the early post-war years the link between industrial activity 
and ordinary-share prices proved weaker The fall in share prices 
between 1946 and 1948 occurred at a tune when production and 
equity earnings were rising strongly For this divergence three 
factors were responsible — ^the rise in interest rates, the generally 
hostile attitude of the Labour Government to the world of finance, 
and the increase in company taxation in particular, and the un- 
certainty generated by our balance-of-payments problems Since 



462 THE ECONOMIC BACKGROUND TO INVESTMENT 

1949 the course of ordinary-share prices has been more closely 
related to that of industrial production, with peaks in 1951 and 
195s and a dip during the minor business recession of 1952 
That ordinary-share prices should reflect the current level of 
business activity, which influences current earmngs and dividends, 
is not surprising, but because investors look ahead share prices 
may turn down before a fall in mdustrial production and turn up 
before a recovery from a slump Before a fall m business activity 
IS recorded by a downturn m industrial production as a whole its 
approach wiU be felt by those businessmen quick to sense a 



London and Cambridge Economic Service index of ordinary-share prices, 

1938=100 

London and Cambndge Economic Service mdex of mdustnal production, 

1938=100 

Fig 7 Ordinary-share prices and mdustrial production 
1919-57 Logarithmic vertical scale 

change m the situation Before production dechnes orders drop 
away, and rising costs and competition commence to press on 
profit margins The experience of a succession of booms and 
slumps in the past keeps businessmen and investors with whom 
they are in touch on the look-out for a repetition of these oscil- 
lations But, although the record does show that a swing in share 
prices has preceded a swing in industrial production on many 
occasions, the greatest fall m business activity ever experienced, 
that m the U S A from 1929 to 1932, began some months before 
the fall in share prices. There have also been tunes when a fall in 
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ordinary-share prices has proved a false industrial alarm Never- 
theless, the National Bureau of Economic Research, an American 
organization that has made a detailed study of business fluctuations 
in the USA, regards ordinary-share prices as one of the mdica- 
tors of an impending swing in business activity In the twenty-two 
swmgs between 1899 and 1938 m the USA, industrial ordinary- 
share prices preceded the general business upturn or downturn 
on sixteen occasions, with an average lead of six or seven months 

Ordinary Shares and the Price-level 
Share prices fluctuate more than retail prices from year to year 
But, in the long mn, ordinary-share values can be expected to 



Moody’s Services index of ordinary-share prices, 1947=100 

Moody’s Services index of ordinary-share prices, 1947 = 100 Adjusted for 

change in pnce of aj per cent Consols 

Index of retail pnces, 1947 = too 

Fig 8 Ordinary-share pnces and retail prices 1929—57, 
Loganthinic vertical scale 

benefit from rising prices of goods and services, as long as the 
course of production is not adversely affected by the rise m the 
price-level itself, as would be the case if exports were depressed 
by an mcrease in costs greater than that experienced abroad 
Experience shows that profit margins eventually move in line with 
the general rise in money mcomes, however, if the maintenance of 
full employment is the major object of government policy, for 
in the last resort the devaluation of the exchange rate may seem 
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a lesser evil than prolonged economic stagnation caused by 
excessive domestic costs. 

If busmesses succeed m matching the prices of their products 
with an increase in variable costs, gross tradmg profits will nse 
more than proportionately, for certain overhead costs, such as 
rents, are feed in money terms, or lag behind other prices 
Moreover, because of the existence of feed prior claims on a 
company’s profits in the shape of debenture interest and pre- 
ference dividends, net earnings apparently available for distribu- 
tion to the ordinary shareholder rise even faster than net profits 
after tax by a measure depending on the gearing of a company’s 
capital structure Whether ‘true’ distributable earnmgs rise at a 
similarly rapid rate depends on whether depreciation provisions 
allowed for tax purposes reflect the rise in the replacement cost of 
physical capital A company’s distributable resources will also be 
prevented from receiving the full benefit of inflation if a heavy tax 
IS incurred on stock appreciation in a period of a relatively rapid 
rise m prices 

Heavy company taxation or conservative dividend policies, on 
the other hand, may hold back the growth of dividends, which 
may not keep pace with gross profits, as in the post-war period 
The long-term trend in share prices may fall behind a long climb 
in retail prices for these reasons, unless the experience of inflation 
draws a wider circle of investors into the equity market. If infla- 
tion becomes serious, the scramble for real assets and claims on 
real assets causes share prices to rise strongly, and apparent yields 
may even fall below the rate of interest on government securities 
But, as Fig 8 indicates, the rise m the general level of ordinary- 
share prices between the boom years of 1929 and 195S, when 
adjusted for the rate of interest, did not keep pace with the more 
steady ascent of retail prices, as a result of the relative smallness 
of the increase m dividends 

YIELDS AND PRICES OF INDIVIDUAL SHARES 

The forces described as operating on the general level of share 
prices and yields act on transactions in individual shares The 
pattern of share prices and yields changes with the varying fortunes 
of the individual companies within each industry and of each 
industry within the economy. Accurate knowledge of how indus- 
trial developments bear on sales and profits of individual concerns 
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IS given to few, so that share price movements in the short run 
may bear little relation to the facts, rumour and accident both 
play their part 

In their assessment careful investors will consider many aspects 
of a business, its profit and dividend record, the earnings cover 
for the current dividend, the httle that may be known of its 
management and its products , the concentration or diversification 
of Its interests, its degree of dependence on exports, the implica- 
tions of Its chairman’s statement and its accounts, its vulnerability 
to pohtical action or to industrial unrest, its gearing, and the 
marketability of its shares An investor may be confident that he 
has made the best appraisal possible of these factors, but he has 
still to decide whether the current price of the share concerned 
IS worth paying, this is often the most difficult part of his task. 

The likely course of other investors’ actions will influence 
especially the transactions of those investors to whom short-term 
capital gams and losses, whether reahzed or not, are important 
The speculative investor in particular is constantly scanning the 
scene for some indication of a shift in other investors opinions, 
for some sign, for example, that a company or industry is going to 
become a ‘fashionable’ field for investment because of the 
pubhcity given to certain industrial or technical developments 
These changes of ‘fashion’ may only too easily be found to have 
raised the prices of the favourites too high and to have left too 
low those that are neglected, when the actual course of mdustnal 
profits becomes apparent. 

The Timing of Individual Share Price Movements 

The timing of ordinary-share price movements is often in 
advance of the publication of the facts justifying them, particularly 
when the facts are published statistics When the profits of an 
industry or a company show signs of fallmg off to those in the 
know, sales of shares by the latter may affect prices at a time when 
to the uninformed investor all is favourable on the statistical 
surface Economic statistics are published only after some un- 
avoidable delay, and the public revelation of a change in trend 
may present no suitable opportunity for slower investors to buy 
or to sell on favourable teims, if only because jobbers may adjust 
prices in order to prevent themselves from being swamped with 
orders 
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The time-lag between a shift m trading conditions and in the 
public knowledge of such a change is followed by a further interval 
before the publication of the accounts of a company showing the 
extent to which it has been aflfected by the change in trade When 
the fortunes of companies diverge, therefore, the pattern of their 
apparent earnmgs and dividend yields may bear little relationship 
to that revealed by a comparison of their last pubhshed accounts. 
Differences m apparent yields recorded by the shares of similar 
compames within the same industry when trading conditions are 
changing may to some extent be due to the timmg of their accounts 
and dividend declarations 

Safe and 'Defensive’ Stocks 

High eaimngs cover gives some assurance of security of the 
current level of dividends and some promise of growth, were 
‘other things’ equal, therefore, a high earnmgs cover would 
justify a relatively low apparent dividend yield Shares in indus- 
tries which have a reputation for stability may also be found to 
stand on a relatively low apparent yield basis, whereas those 
thought to be vulnerable to economic fluctuations, to unfavourable 
developments in overseas markets, or to hostile political action, will 
record their unpopularity in the form of relatively high apparent 
dividend yields, if the earnmgs cover for dividends is no greater 
than the average When an industrial boom is suspected of being 
on the point of petering out, capital-conscious investors may 
switch to so-called ‘defensive shares’ in unspectacular but safe 
industries thought capable of weathering the storm, while others 
more vulnerable to*a slump may be neglected even though their 
long-term prospects are more favourable 

'Growth Shares' 

Over the last few years, on the other hand, the search for 
‘growth’ shares has attracted great attention as a result, perhaps, 
of the belief that scientific and industrial research, m an economy 
apparently free from serious econonuc recession, hold out the 
promise of both vigorous and secure expansion in certain indus- 
tries ‘ Growth shares ’ are those where profits and dividends are 
expected to increase faster than the average, as measured from the 
peak of one boom to another ‘Growth’ is usually reflected in 
especially low apparent yields, but there is httle to tell most 
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investors whether today’s high level of prices is worth paying for 
jam not tomorrow but the day after tomorrow, especially when 
‘growth’ IS obtainable only at a high cost m terms of profits 
retained for capital development or scientific research Because 
uncertainty is so powerful a factor in these cases, the prices of so- 
called growth shares may fluctuate more than ordmary shares m 
general, as the prospect of rapid growth appears to wax and wane. 
For similar reasons shares m companies not yet in the producing 
stage, such as mimng concerns, also tend to be subject to wide 
price fluctuations 




PART VI 


NATIONAL INCOME AND 
ITS FLUCTUATIONS 




CHAPTER 34 

NATIONAL INCOME STATISTICS 

National mcome statistics are indispensable to the study of many 
aspects of the economy They are convemently mtroduced at this 
point because they are based on concepts relevant to the analysis 
of factors determimng the general level of economic activity 

‘ The national income is a measure of the money value of goods and 
services becommg available to the nation from economic activity It 
can be regarded in three ways as a sum of incomes derived from 
economic activity, which can be broadly divided for example between 
mcomes from employment and mcomes from profits, as a sum of 
expenditure, the mam distinction being that between expenditure on 
consumption and expenditure on adding to wealth (investment) , as a 
sum of the products of the various mdustries. These three aspects 
help to explain both the ways in which the statistics are normally 
presented and the ways m which the estimates are compiled ’ 

This quotation from the official guide* to the national income 
accounts is a convenient summary of the concepts underlying the 
accounts The Blue Book on National Income and Expenditure that 
IS now published each summer by the Central Statistical Office 
presents the accounts in extensive detail , provisional estimates of 
the mam components are published in a White Paper before the 
Budget In both, the estimates relate to the money value of goods 
and services ‘becoming available’ over periods of a calendar year, 
but since 1957 quarterly estimates of the main summary accounts 
for national expenditure have been published in the Monthly 
Digest of Statistics 

‘from economic activity’ 

The key phrase ‘from economic activity’ has to bow to the 
practical difficulty of following the definition to its limits In the 
language of economics generally ‘income’ is linked to the concept 
of economic acuvity in the form of ‘production’, being the 

• National Income Statutics — Sources and Methods (H M S O , 1956) This 
book has been drawn on extensively m this chapter 
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reward of a factor of production for its contribution to output 
In the task of measuring ‘production’ it is by and large practicable 
only to consider the flow of those goods and services that are 
customarily exchanged for money This restriction results in the 
exclusion of personal services that are given without money 
payment in return but that are nevertheless part of the country’s 
‘economic activity’ in its widest sense. The services of that in- 
dispensable member of the economy, the housewife, are therefore 
omitted. 

The national income accounts are not entirely confined to the 
flow of goods and services actually exchanged for money, for in 
some cases where money transactions are customary it is possible 
to ‘impute’ money values to those goods and services for which 
no money has actually been paid Market rents are used to 
impute a value to the annual ‘income’ derived by an owner- 
occupier from his house, so that the annual ‘service’ provided by 
the house is placed on the same footing as if the occupier had paid 
rent Other imputed values m the national income accounts 
include food and lodging for domestic servants and the Forces 
and farm produce consumed by the farmer and his household 
These are counted as part of the ‘income’ of the recipients, but 
as national income accounts define ‘national income’ to equal 
‘national expenditure’, imputed incomes must be matched by 
imputed expenditures, so that in the expenditure category 
‘consumption’ the recipients of imputed incomes are shown as 
‘spending’ these on the goods and services of which they are 
composed 

National income, as a measure of production, does not mclude 
the receipt of gifts or other grants for which no goods and services 
are given in return, such ‘transfer payments’ are therefore 
excluded from the aggregate of national income Certain transfer 
payments, such as taxes. National Insurance benefits and interest 
on the national debt, which only redistribute the national income, 
nevertheless form an important part of the money receipts of 
certain sections of the community and, while excluded from the 
aggregate of national mcome, are brought into the accounts of 
the personal sector and the government, cancelling out for the 
economy as a whole Interest and dividends paid by business 
enterprises, including public corporations, are not transfer pay- 
ments but are shown as rewards for production Interest on the 
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national debt, on the other hand, has arisen largely through the 
finance of war expenditures and cannot be regarded as being 
matched by currently produced goods and services 

INCOME — PRODUCT 

The national income is defined as to be equal to what at this 
stage can be described as the national product, because both 
production and income, the return to factors of production, are 
by definition merely different aspects of the same economic 
activity ‘Factor incomes’ are divided in the Blue Book into the 
following categories * 

Income from employment 

Income from self-employment 

Gross tradmg profits of companies 

Gross tradmg profits of public corporations 

Gross tradmg profits of other public enterprises 

Rent 

Their aggregation gives the same result, if stock appreciation 
is deducted, as the sum of the products of the various industrial 
and other productive categories, if ‘imputed’ products, such as 
the ownership of dwellings and domestic service, are included, 
and if, as we shall see, adjustment is made for subsidies and taxes 
on expenditure The product of any industry or sector of the 
economy is also necessarily equal to the factor incomes generated 
by it 

PRODUCT = EXPENDITURE 

‘ Expenditure’ is also defined in the national income accounts so 
as to be merely another expression of the economic activity we 
call production, because the term is applied whether products are 
sold to final consumers, exported, embodied m capital goods, or 
retained as an increase in stocks and work in progress An increase 
in stocks also forms part of the ‘income’ of the business in whose 
hands they accumulate, thus maintaimng the identity of ‘ expen- 
diture’ with ‘income’ as well as with ‘product’. In everyday 
language, it is not straimng the concept too far to regard the 
nation as ‘spending’ part of its ‘income’ on adding to its 
stocks. 
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INTERMEDIATE AND FINAL PURCHASES 

We therefore have, by definition, an identity between income, 
product and expenditure But national income is not an aggregate 
of all recordable factor incomes, national product is not an 
aggregate of all the recordable sales values of goods and services 
produced, and national expenditure is not the aggregate of all 
recordable purchases In order to prevent counting the same 
income, expenditure and product more than once in computmg 
the total for the whole economy, intermediate purchases must be 
excluded in measuring the contribution of each productive unit , 
national income product and expenditure are the aggregate of 
final purchases 

Final purchases and expenditure in an economy without inter- 
national transactions are consumption, including that by the 
government, and capital formation, including the addition to 
stocks , international transactions make it necessary to extend this 
definition to include exports and, for reasons that we shall 
consider, to exclude imports. Intermediate purchases are pur- 
chases of goods and services for use in production and subsequent 
resale. 

What IS mvolved m the identity of income, product and 
expenditure with final transactions can be illustrated by the 
simple example of a loaf of bread sold by the baker to the house- 
wife for one shilhng The baker may have paid eightpence for 
his flour and the miller sixpence for his wheat , the farmer may 
be assumed to have bought no materials The final purchase or 
sale is consumer expenditure of one shilling, and the mtermediate 
purchases eightpence and sixpence If these producers employed 
no labour or other factors of production, the operating accounts 
of the three businesses would be as m the following table The 
national mcome accounts are constructed from the various 
operating accounts. 

Operating Accounts 

Bakery Flour-mtll Farm 

Purchases 8 Sales 12 Purchases 6 Sales 8 ‘Profit’ 6 Sales 6 
‘Profit’ 4 ‘Profit’ 2 

12 la 8 8 6 6 
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The ‘national income accounts’ for this community would 
show 


Iniome 

Bakery ‘profit’ 
Flour-mill ‘profit’ 
Farm ‘profit’ 


Total 


National Income Accounts 


Product 

4 Bakery 4 

a Flour-mill 2 

6 Farm 6 

12 Total 12 


Expenditure 
Consumption 12 


Total 12 


The sum of the products, net of intermediate purchases, equals 
final expenditure, in each ‘industry’ income equals product, by 
definition 

Now suppose that aU three businesses employed labour enabling 
them to double their output and sales. 


Operating Accounts 


Purchases 16 Sales 24 
Wages 2 

Profit 6 


Flour-mtll 

Purchases 12 Sales 16 
Wages I 

Profit 3 


24 


24 


16 16 


Farm 

Wages 3 Sales 12 
Profit 9 


The ‘national income accounts’ now show 

National Income Accounts 


Income 

Bakery profit 6 

Flour-rmll profit 3 

Farm profit g 

Bakery wages 3 

Flour-mill profit i 

Farm profit 3 


Product 

Bakery industry 
Profit 6 

Wages 2 

— 8 

Flour-mill industry 
Profit 3 

Wages I 

— 4 

Farm industry 
Profit 9 

Wages 3 12 


Expenditure 
Consumption 24 


24 Total 24 


Total 


Total 24 
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In each ‘industry’ the product equals the sum of the incomes 
of the factors of production, and the total is again equal to final 
expenditure The total would be the same if the ‘appropriation 
accounts’ of the three businesses showed the division of ‘profit’ 
into dividends and undistributed profits 

Now suppose that our farmer buys a newly constructed tractor. 
The important point is that a tractor ranks as a capital good, and 
the farmer’s purchase is not entered as a cost in his operating 
account, where it would reduce the figure for farm output, but 
in his capital account, where it ranks as final expenditure m the 
form of capital formation Corresponding to this would be the 
product of the ‘tractor industry ’, which, together with the products 
of the supphers to the industry, would equal ‘capital formation’ 
and thus preserve the balance between income, product and 
expenditure Assuming that the whole of the income of the tractor 
and auxiliary industries were spent on bread, our model could be 
summarized as follows 


Farm Capital Account 

Reduction in financial assets 6 Acquisition of tractor 


Purchases 

Wages 

Profit 


Operating Accounts 

Bakery 

20 Sales 30 Purchases 

2 Wages 

8 Profit 


Flour-mtll 
1 5 Sales 


Wages 

Profit 


3 Sales 


Operating Accounts 

15 Wages 

Profit 

15 


Tractor Industry 
3 Sales 
3 

6 


Income 

Profits 27 

Wages 9 


National Income Accounts 


Product 

Bakery 10 

Flour-mill 5 

Farm 15 

Tractor industry 6 

36 


Expenditure 

Consumption 30 

Capital formation 6 


36 
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The introduction of capital formation implies the existence of 
a new item that can be discerned by comparing income with 
expenditure For we now have total income of 36, to consumers’ 
expenditure of only 30 The difference between income and 
consumers’ expenditure is saving, which at 6 is equal to capital 
formation This is another of the identities arising from the 
definitions used , in national mcome accounting the capital forma- 
tion carried out in any period — ^including investment overseas — 
must be equal to the saving performed in that period 

Finally, the size of the total product will be affected according 
to where the line between current operating costs and capital 
formation is drawn. For if our farmer had not bought a tractor 
but had instead spent 6 on fertilizers used up in the period, we 
should, It IS true, have a product of 6 for the fertilizer industry to 
replace that of the tractor industry The net product of the farm, 
however, would have been not 15 but 9 If the total expenditure 
on bread had remained the same, the aggregate income and 
expenditure of our commumty would have been only 30, devoted 
entirely to consumption 

DEFINITION OF THE ‘UNITED KINGDOM* 

The national income of the ‘Umted Kingdom’, as defined in 
the official accounts, is that accruing to persons, enterprises and 
institutions regarded as United Kingdom residents, wherever that 
income may arise The activity of certain foreigners in this 
country, such as foreign embassy staffs and military personnel, is 
excluded, but the national income includes the income of our own 
government officials and armed forces stationed abroad, our 
merchant fleet overseas and the income accruing through the 
overseas operations of a business ‘resident’, that is managed and 
controlled, in this country * The overseas income of the resident 
business is included whether or not it is actually remitted to this 
country Thus the national income, product and expenditure are 
not identical with the economic activity carried on within the 
geographical boundaries of the United Kmgdom, a concept that 
is sometimes described as the ‘geographical product’ of the 
country. 

The national income or product can therefore be divided into 
the United Kmgdom’s domestic product and its net income from 

* This IS the usual criterion for taxation purposes 
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abroad The former is the product of United Kingdom residents 
that arises within the country It includes the product of those 
British companies operating chiefly in the United Kingdom, 
including that generated here by foreign companies operating in 
this country, for these too are Umted Kingdom residents, and 
also for practical reasons the product of all British insurance and 
shipping compames 

Net income from abroad is the difference between two sums, 
between the total property income of United Kingdom residents 
received from abroad and property mcome paid abroad. The 
former includes, for example, the total profits arising from the 
overseas operations of United Kingdom resident companies, 
interest and dividends received from investments in non-resident 
enterpnses, and interest received on the securities and loans 
issued by overseas governments In property mcome paid abroad 
are to be found profits transferred abroad by foreign compames 
operating in the United Kingdom and interest paid on the loans 
made to this country by the United States and Canadian govern- 
ments 

We can say that 

National income=domestic product plus net income 
from abroad. 

NATIONAL INCOME AND DEPRECIATION 

We can distinguish between ‘gross’ and ‘net’ aggregates of 
income, product and expenditure according to whether we define 
them before or after deductmg depreciation. ‘National mcome’ 
IS defined as the aggregate of incomes after deducting depreciation , 
but, o-wing to the difficulty of making reliable estimates of 
depreciation at current replacement prices, the official accounts 
present all the aggregates on a gross basis Thus a figure for the 
national income is the one measure not to be found m the so-called 
national mcome accounts However, in this field honesty is the 
best statistical policy, and tables of the Blue Book present both 
depreciation provisions permitted for tax purposes, an unstable 
series of little value outside the study of company finance, and 
more reahstic if crude estimates of capital consumption m the 
tme sense. 

We can continue to build our framework with the followmg 
defimtions 
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National income and depreciation=^rojj domestic product plus 
net mcome from abroad 
=gross national product 
=gross national expenditure 

Naturally, whereas gross national expenditure shows gross 
capital formation, net national expenditure, the counterpart of 
national income, would include only net capital formation 

FACTOR COST AND MARKET PRICES 

In postulating an identity between expenditure and mcomes 
generated by that expenditure the official accounts depart from 
everyday language m one respect The expenditures actually 
made by final purchasers in the real world are made at prices that 
include taxes on expenditure, largely on consumer goods and 
services, which do not enter into the mcomes of producers, being 
merely collected by them and paid to the government without 
any specifically identifiable product being exchanged m return. 
In the same way the money values of some final purchases are less 
than the receipts of producers, owing to subsidies Expenditure 
taxes are paid by final purchasers but are not received as factor 
incomes , subsidies are received as factor incomes but are not paid 
by final purchasers. Therefore the market value of the flow of 
goods and services exceeds the total sum received by factors of 
production by an amount equal to taxes on expenditure minus 
subsidies. 

The national income accounts therefore distinguish between 
values expressed at market prices and those at factor cost The 
convention adopted is to confine the terms ‘national income’, 
‘national income and depreciation’ and ‘gross national product’ 
to values expressed at factor cost, without actually appending any 
such label In cases where values at market prices are more useful, 
such as m the study of personal mcomes and expenditure, the 
market price basis is used for the components of expenditure In 
the study of the relationship between different classes of national 
income or of the share of the national product taken by investment 
or defence, on the other hand, values at factor cost are generally 
more appropriate But the identity of the aggregates can always 
be preserved by deductmg from a total shown at market prices 
the amount of taxes on expenditure less subsidies, to bring it into 
Ime with the factor cost basis of the others 
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One further modification has to be made to arrive at true factor 
cost values stock appreciation must be excluded from incomes to 
preserve the concept of national income as identical with product 
and expenditure measured at the prices current m the period for 
which the accounts are prepared 
We thus now have 

Total domestic income before providing for depreciation 
and stock appreciation 
Less Stock appreciation 

Equals Gross domestic product at factor cost, which, 
together with net income from abroad, 

Equals National income and depreciation 
or Gross national product 
or Gross national expenditure at factor cost 


Income, Product and Expenditure 
If the only international transactions of the United Kingdom, 
that is transactions between residents and non-residents, took the 
form of payments and receipts of property income, the relationship 
between national income, product and expenditure could be 
expressed as in Table 22 


Table 22 Income, Product and Expenditure 
Income Product Expenditure 

Consumption at market 
prices 

PLUS gross domestic 
capital formation at 

market prices 

Total domestic expen- 
diture at market 

LESS taxes on expendi- 


Total domestic* factor 
incomes 


PLUS subsidies 

Gross domestic = Total domestic expen- 
product at factor diture at factor cost 


PLUS NET INCOME FROM ABROAD 


GROSS NATIONAL 
INCOME AND 
DEPRECIATION 


GROSS NATIONAL 
PRODUCT 


GROSS NATIONAL 
EXPENDITURE AT 
FACTOR COST 


^ After deducting stock appreciation from an intermediate to 
Book as ‘Total Domestic Incomes Before Provtdmg for Depre 


bed m Table I of the Blue 
od Stock Appreaation* 
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In Table 22 the community’s consumption (including that 
by the central and local government) and its domestic capital 
formation, the increase in the physical assets held by United 
Kingdom residents in this country, would consist only of 
goods and services produced entirely by United Kingdom 
residents m this country Conversely, on these assumptions the 
whole of the gross domestic product would be made available to 
United Kingdom residents In this scheme, net income from 
abroad would be equal to the change (positive or negative) in the 
overseas assets of United Eungdom residents, that is to say to 
the overseas investment of the United Kingdom 

In real life our participation in international trade upsets this 
equality between domestic product and domestic expenditure 
Part of the domestic product is not made available to the com- 
munity, being exported to pay for our imports. The latter, on the 
other hand, raise the total of our consumption, our domestic capital 
formation and our exports to a level exceeding that which could 
be provided by our domestic product alone Consumption, 
domestic capital formation and exports all include some import 
content 

We can therefore say that, at factor cost, the gross domestic 
product must be equal to consumption, plus gross domestic 
capital formation, plus exports, minus imports, or, m other words, 
to total domestic expenditure at factor cost plus exports minus 
imports Add net income from abroad to each side of this equation 
and we are once more back to the aggregates of gross national 
product and gross national expenditure at factor cost This is 
summarized in Table 23. 


Table 23 Income, Product and Expenditure 

Income Product Expenditure 

Total domestic = Gross domestic = Total domestic expenditure 
factor incomes^ product at at market prices 

factor cost pi-us exports 

LTSS imports 

PLUS subsidies 

PLUS Ncr INCOME PROM ABROAD 


GROSS NATIONAL 
INCOME AND 
DEPRECIATION 


GROSS NATIONAL = GROSS NATIONAL 

PRODUCT EXPENDITURE AT FACTOR 

’ Excluding stock appreciation 
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THE SIGNIFICANCE OF THESE EQUALITIES 
This equality between the three aggregates has a significance 
extending beyond its use as a method of accounting Together, 
consumption, domestic capital formation and exports cannot 
exceed home production except to the extent of imports , and this 
IS one of the econoimc facts of life Our desire to consume and 
add to our physical eqmpment can only outrun our performance 
as producers if we are able to import more than we export, financ- 
ing a deficit in our foreign trade out of our net property income 
from abroad or by runnmg down our overseas financial assets, if 
the deficit is not covered by gifts from abroad 
Another aspect of this identity is equally important. In a 
market economy the level of production, employment and prices 
depends on the flow of expenditure by consumers, government 
and businesses, including that made by our overseas customers. 
If aggregate expenditure is not sufficient, output will fall short of 
what the nation’s eqmpment can produce, resultmg in unemploy- 
ment When national expenditure tends to outrun the value of 
home production plus imports the effect is usually to force up the 
level of prices when resources are fully employed As imports 
are affected directly by home demand and exports indirectly, 
through our ability to divert goods from the home market for sale 
at competitive pnces abroad, the regulation of home expenditure 
— ‘total domestic expenditure’ — ^is thus of vital importance to 
the preservation of both a healthy balance of payments and full 
employment 

TABLE I OF THE BLUE BOOK 
The framework of Table I of the Blue Book reproduced here m 
Table 24 is basically that constructed in the previous sections 
The treatment of stocks, however, deserves special attention The 
inclusion in gross domestic capital formation of the ‘value of the 
physical increase in stocks and work in progress’ records the fact 
that It is the change m the level of stocks that helps to determine 
the level of output If in year I, in which part of the period’s 
production is used to raise the level of stocks held by 50, is 
followed by year II m which the level of stocks remains unchanged, 
the ‘value of the physical increase in stocks’ or, more briefly, 
stockbuilding, will have fallen from 50 to zero If no other com- 
ponent has altered, the gross product will also have fallen by 50 
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Table 24 

National Income and Expenditure 



1938 

1949 

1951 

1953 

1955 

1957 



iCm 

£m 

£ni 

£ra 

£m 

Expenditure generating 







gross national product 

At market prices 







Consumers’ expenditure 
Public authonties’ current 

4.394 

8,847 

10,08s 

11,235 

12,826 

14,174 

expenditure on goods 
and services 

772 

1.978 

2,443 

3.052 

3,213 

3.583 

Gross fixed capital forma- 







tion at home 

656 

1,606 

1.921 

2,392 

2,858 

3.402 

Value of physical increase 







m stocks and work m 







progress 

— 

65 

575 

135 

300 

45° 

Total domestic expendi- 







ture at market prices 

S,822 

12,496 

15,024 

16,804 

19,197 


Exports and income 
received from abroad 
Less Imports and income 

976 

2.691 

4,008 

3.91S 

4.578 

5,244 

paid abroad 

-1,038 

-a.635 - 

-4,388 

-3,799 

-4.625 

-4.932 

Less Taxes on expenditure 

— 6aa 

-1,984 - 

-2,274 

-2,373 

-2,626 

346 

-2,956 

Subsidies 

37 

525 

468 

364 

413 

Gross national expendi- 







ture at factor cost 

5.175 

11.093 

12,838 

14,911 

16,870 

19,378 

Shares tn the gross national 







product (^factor incomes) 







Income from employment 
Income from self- 

3,022 

7.220 

8,459 

9,608 

11,203 

12,942 

employment’- 
Gross trading profits of 

647 

1.389 

1.450 

1.557 

1.674 

1.787 

compames’ 

Gross trading surpluses 

690 

1.848 

2,489 

2,323 

2,922 

3.265 

of public corporations’ 
Gross profits of other 

10 

156 

258 

317 

310 

333 

public enterpnses’ 

64 

106 


66 


131 

Rent’ 

470 

423 

511 

639 

743 

862 

Residual error 



84 

163 

-71 

-68 

Total domestic income 







before providmg for 
depreciation and stock 







appreciation 

4i903 

11.131 

13.371 

14,673 

16,893 

19.252 

Less Stock appreciation 

80 

-200 

-750 

75 

-200 

-100 

Gross domestic product 
at factor cost 

4.983 

10,931 

12,621 

14.748 

16,693 

19,152 

Net income from abroad 

192 

163 

’217 

163 

177 

226 

Gross national product 

S.175 

11,093 

12,838 

14,911 

16,870 

19,378 

Capital consumption 

359 

936 

1,146 

1.364 

1,545 

^1.774 

National income 

4,816 

10,157 

11,692 

13.547 

15,325 


Source ^lueB 

ling for d 


id stock a[ 




IdoA on N 

attonal Inconn 

tank £ept 

nditure i)s 

7 Table I 
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In the lower half of Table 24 there is one item that requires 
explanation The calculation of the national income can be under- 
taken by measuring incomes or expenditure, and the ‘residual 
error ’ is the discrepancy between the computed totals reached by 
these two routes The ‘lesidual error’ is included in the income 
and not the expenditure account purely for convenience, its 
position does not imply that the estimates of expenditure are 
necessarily more accurate than those of income 

THE SECTORS OF THE ECONOMY 

The component tables of the Blue Book divide the economy 
into four mam sectors 

Persons 

Coiporate enterprises 
Companies 
Public corporations 

Public authorities 

Central government 
Local authorities 

Transactions with the rest of the world 

The general scheme followed by the accounts is to include for 
each sector a current account showing the mam elements of 
income and how they are appropriated or used for current 
expenditure An operating account, showing costs and sales, 
cannot be prepared except for public corporations, since private 
business enterprises do not publish the necessary information 
A capital account indicates for each sector the uses to which 
current saving has been put m acquiring assets or repaying 
liabilities A number of more general accounts examine m detail 
the composition of the national income, product and expenditure, 
and several tables are devoted to the analysis of capital formation 
and Its finance The ‘social accounts’ of Table 9 in the 1956 
Blue Book are a form of reconciliation account, bringmg the 
current and capital transactions of the sectors together in a 
double entry system of recording In the sections that follow, 
some of the problems encountered in interpreting the main 
accounts will be introduced 
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THE PERSONAL SECTOR 

‘Persons’ include unincorporated businesses and private non- 
profit-making bodies, such as trade unions and Churches ‘In- 
come’ includes sums not actually received by individuals, such 
as employers’ contributions to National Insurance and super- 
annuation funds, which are treated as supplements to wages and 
salaries and therefore figure as mtermediate purchases in the 
operating accounts of businesses The constituents of income 
before tax are shown on a gross basis, although in practice income 
tax may have been deducted at source Personal saving is the 
difference betw'een personal incomes, less taxes on income and 
National Insurance contributions, and personal expenditure 

One conceptual difficulty regarding personal expenditure con- 
cerns the ‘quality’ of certain services such as distribution and 
transport When expenditure on retail goods increases, no 
account can be taken of any deterioration in the quality of retailers’ 
‘output’ that may result, m the form, for example, of slower 
service. Similarly, no adjustment is practicable for an increase 
in the degree of congestion in trains and buses. Another difficulty 
is that, whereas the acquisition of houses is counted as capital 
formation, purchases of other durable consumer goods, such as 
furniture and motor cars bought for non-business use, are not , 
these goods are treated as being ‘used up’ in the year of acquisi- 
tion, despite the fact that, like many consumer goods not even 
classed as durable, they may yield a service over many years 
This IS the conventional treatment of ‘consumer capital’ m most 
countries’ national income accounts, but it may exaggerate the 
change m the standard of living of the community due to a change 
in Its annual purchases of durables, which are small in relation to 
Its stock of such goods 

The Treatment of Ltfe-assut ance and Pension Funds 

Life-assurance and superannuation funds are treated as the 
collective personal property of policyholders and members A 
life-assurance company’s accounts are thus divided into two its 
profit and loss and appropriation accounts are included as part 
of the company sector, whereas the revenue account of its life- 
assurance fund takes its place in the accounts of persons The 
increase in hfe-assurance funds — ^the excess of premiums, rent. 
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dividends and interest leceived over taxation, payments to policy- 
holders, expenses of management and shaieholders’ profits — is 
counted as part of personal saving 

The rent, dividends and interest received by life-assurance funds 
are included in the combined figure for these items in the accounts 
of the personal sector, so is the taxation paid by hfe-assurance 
funds Expenses of management and shareholders’ profits, like 
other forms of productive ‘expenditure’, augment total incomes, 
bemg regarded as the cost of a service bought by life-assurance 
funds for their policyholders , to match income with expenditure 
these Items are included m total consumers’ expenditure 

As hfe-assurance premiums are paid out of the balance of 
personal incomes after tax and consumers’ expenditure, and are 
therefore already included m personal savmg, payments made to 
policyholders, which are derived partly from these premiums, 
must be regarded as negative savmg, m order to avoid duplication 
If persons spent on consumption an amount equal to die whole 
of their incomes after tax, mcludmg the net rent, dividends and 
interest received by life-assurance funds on their behalf, but paid 
hfe-assurance premiums out of their Post Office Savings Bank 
deposits, their personal savmg would be zero even though hfe- 
assurance funds might show a large surplus on current account. 
Personal saving through the medium of life assurance would 
merely be exactly balanced by dissavmg through other channels, 
m this example through the Post Office Savings Bank 

The increase in private superannuation funds is treated m a 
similar manner, with employers’ contnbutions mcluded m personal 
income from employment, but pensions currently received not 
being added to personal mcomes Some employers, on the other 
hand, including the government m the case of its Civil Servants, 
pay non-contributory pensions to their retired employees. Theore- 
tically it would be proper to mclude in personal income from 
employment the increase m the accruing actuarial habihty incurred 
by employers in respect of future pensioners, but in practice no 
measure of this exists Instead, pensions paid are mcluded m 
personal income from employment , like employers’ contributions 
to fimded schemes, they are part of the current expenses of the 
employers’ operating accounts 

Whereas employers’ contributions to National Insurance are 
also treated as part of income from employment, being counted 
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as employers’ business expenses m the same way as employers’ 
contributions to private pension schemes, they are then withheld 
from personal saving by their inclusion in personal consumers’ 
expenditure, along with the National Insurance contributions of 
employees This method is necessary because the National 
Insurance funds are included m the central government sector 
and thus contribute to the saving of the government, not of 
persons. 

THE COHPOEATE SECTOR 

The product of business consists of its ‘value added’ — ^the 
excess of sales receipts, plus additions to stocks, over current 
purchases of goods and services. Company income, therefore, 
usually consists of gross profits as ordinarily understood One 
important conceptual difficulty, however, arises in the case of 
financial concerns only a small part of whose income is derived 
from the charges they make to customers for identifiable services 
and whose mam revenue is received from financial assets 
Examples m this category are banks, mvestment trusts, issuing 
houses and insurance compames The usual principle of measur- 
mg an industry’s product leads to curious conclusions when 
apphed here The banks, for example, provide important services 
to their customers, but their ‘sales receipts’ take the form mainly 
of bank charges, which are the only identifiable receipts for 
specific services The excess of these over the banks’ current 
operatmg costa — wages, materials and depreciation — ^which form 
then only ‘purchases’, may actually be negative. In the everyday 
sense, however, the banks undoubtedly operate at a profit, derived 
mainly from net receipts of interest 

One solution might be to count as ‘sales’ the excess of interest 
received by the banks over what they pay depositors In order 
to match product with expenditure, this would necessitate 
imputing to the rest of the economy corresponding expenses , it 
would mean reducing the product and income estimates for the 
rest of the economy as far as busmesses are concerned but in- 
creasing the final purchases of personal customers of the banks 
in their consumer expenditure accounts These imputed expenses, 
as m the Umted States’ accounts, might be allocated accordmg 
to the bank deposits held by each industry or sector, but the 
Central Statistical Office takestheviewthat, even if this information 
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were available, it would not necessarily provide a basis for a 
realistic allocation, it therefore confines bank operating receipts 
to bank charges An alternative method, adopted in the Australian 
accounts, would be to treat the banks as suppliers of final services 
to the whole community, like the government sector, defining 
their product not as operating surplus but as the total of wages 
and salaries they pay, this would mean higher levels of national 
product and expenditure 

Life-assurance offices are treated differently from the remaining 
sections of ‘insurance, banking and finance’ The transactions of 
their life fund are regarded as taking place within the personal 
sector, but management expenses plus shareholders’ profits are 
treated as personal expenditure on ‘life-assurance services’ 
Management expenses and shareholders’ profits are viewed as the 
product of life-assurance companies as corporate stewards of their 
life funds This presentation is justifiable because the transactions 
of life funds are almost entirely with or on behalf of persons. 

THE GOVERNMENT SECTOR 

Government current expenditure and receipts un be divided 
broadly into three categories Transfer payments and receipts of 
the central and local government merely redistribute the national 
income and, whereas they can be included in any individual 
sector’s accounts, cancel out for the economy as a whole, apart 
from international grants Secondly, certain government depart- 
ments, for example the Post Office, act as trading enterprises 
In these cases the usual distinction must be made between 
operating costs and final product, so that payments on operating 
account are deducted m arriving at the figures of trading and 
rental income, which are shown as part of government current 
receipts. In a third group of purchases of goods and services the 
central government and local authorities render services to the 
public free, or nearly free, and these do not appear in consumers’ 
expenditure Nevertheless, in computing national income and 
expenditure, it is clearly desirable that the work done by teachers, 
judges and policemen, etc , should not be excluded This is 
achieved by regarding public authorities as collective bodies 
providing free public services for collective consumption by the 
community Because these services of public authorities are not 
sold, they can be valued in money terms only by adding up the 
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expenditure by the public authorities incurred in buying the 
services of teachers, judges and policemen, etc , together with 
matenals used 

Some of these free services, it is true, could be regarded more 
m the nature of the ‘cost’ of producing other categories of output, 
particularly in the case of services provided free to business 
enterprises, which might alternatively be treated as the imputed 
expenses of business, diminishing their product In the last resort 
many items of government expenditure, including defence and 
police, could perhaps be regarded as intermediate national 
‘operatmg’ costs, but this is not a helpful interpretation of the 
practical problems facing the national income statisticians 

TRANSACTIONS WITH THE REST OF THE WORLD 

International transactions, as defined in the national income 
accounts, are those between so-called ‘residents’ of the United 
Kingdom and non-residents, whether the transactions take place 
within the pohtical boundaries of the United Kingdom or abroad 
Purchases of fuel and ships’ stores abroad by British shipping 
companies operating abroad, for example, are treated as imports 
into the United Kingdom although they do not enter into this 
country and are therefore not recorded m the monthly Trade and 
Navigation Accounts published by the Board of Trade The 
latter record shipments of imports and exports in the month in 
which arrivals and departures are registered by the Customs 
authorities The national income accounts (and the balance-of- 
payments White Papers) record transactions at the point of tmie 
at which ownership passes Certain imports are normally paid 
for and pass into United Kingdom ownership well before they 
arnve in this country, but payment for United Kingdom exports 
does not usually take place until they arrive in foreign ports The 
timing of imports and exports in the national income accounts is 
generally made with reference to the time when payment normally 
becomes due, that is on a ‘payable-receivable’ basis This means 
that if our overseas customers delay paying for British exports, or 
our creditors press for prompter payment of goods shipped to the 
United Kingdom, a course they may follow if they expect sterling 
to become cheaper m terms of foreign currencies, this country’s 
net receipts of foreign currency will fall relatively to the figure 
implied by imports and exports in the national income accounts 
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Another result of the tinung of transactions adopted in the 
national income accounts is that a sharp mcrease m imports, on a 
‘payable-receivable’ basis, may cause an mcrease m the figure of 
investment in stocks shown in the accounts before the goods 
concerned have arrived m this country 

Both imports and exports are valued fob (free on board), that 
IS excluding the cost of insurance and freight, in the monthly 
Trade and Navigation Accounts, on the other hand, imports are 
valued c i f (cost, insurance, freight), because this is the method 
generally used for the calculation of import duties Shipping and 
insurance services are therefore shown separately m the national 
income accounts. 


GROSS CAPITAL FORMATION 
Since 1931 the national income accounts have defined gross 
capital formation so as to exclude ordinary repair and maintenance 
expenditure, which is regarded as a current cost chargeable to 
operating account and thus held back from the gross national 
product 

One important table shows the ‘financing of investment’ For 
the United Kingdom as a whole the ‘financing of investment’ can 
be expressed in the followmg way 

Gross domestic capital formation Saving 

Plus net increase m U K assets Plus net capital transfers from abroad 

abroad 

Total investment = Total Finance 

The above table records the fact that the increase m our domestic 
and overseas assets m any period must have been matched by 
saving plus net capital transfers from abroad This is an accounting 
identity, although one that echoes the fact that we cannot add to 
our total wealth more than we can save out of our production, 
supplemented by gifts from overseas This accounting identity 
does not apply to any one sector of the economy, for one sector 
can invest more than it has saved, as long as another has saved 
more than it has mvested 

INTER-INDUSTRY RELATIONS 
For selected mdustry groups the 1958 Blue Book shows the 
estimated value of gross output for 1954, that is mcludmg inter- 
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mediate purchases from other industries. It sets out these figures 
m the form of purchases between industrial groups, excludmg 
duphcation within each The destination of gross output, supple- 
mented by imports, is then recorded in the form of final purchases 
The study of such inter-mdustry relations is usually described as 
‘input-output’ analysis. The input-output table of the Blue Book 
(Table 18 in the 1958 Blue Book) divides the industries of the 
economy into eleven groups. It records the value of sales by each 
industrial group to every other industrial group and also its sales 
to final ‘buyers’, in the form of current purchases of persons and 
public authorities, gross domestic capital formation, and exports 
For each industry the input of goods and services purchased from 
other industries plus the input of its own factors of production 
add up to Its ‘total output’, in 1954 the figure for intermediate 
output in the economy as a whole formed more than half of total 
output 

Input-output analysis is limited by the amount of information 
available but provides an interesting msight mto inter-mdustry 
relations if recorded m sufficient detail The figures can be adapted 
to show for each industry group what output is required from 
that group and from others for each £100 of final demand for 
Its own products Thus, in 1954, ;£ioo million of final demand for 
the output of building and contractmg would have required the 
following levels of output from building and other industries 
From £m 

Mining and quarrying 3 

Chemicals and allied trades 5 

Metals, engmeering and vehicles 17 

Textdes, leather and clothing 2 

Other manufacturing 19 

Building and contracting loi 

Gas, electricity and water 2 

Other production and trade IS 

Total 164 

Input-output data offer a useful tool for analysis They can be 
used, for example, by governments that seek to form detailed plans 
of economic development or mobilization, such as those drawn 
up in some ‘underdeveloped’ countries or more generally in 
wartime In this respect mput-output data are closely related to 
the concept of ‘linear programming’, a mathematical expression 
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3f the problem of allocating resources to the best advantage in 
certain limited circumstances Input-output statistics, however, 
kvould not necessarily make possible economic forecasting by slide- 
rule even if they could be presented in great detail Changes m 
relative prices lead industries to substitute one material for 
mother, or capital for labour, etc , and the statistical ‘grid’ may 
not be sufficiently fine to allow for alterations in the variety of an 
.ndustry’s products. Even if relative puces could be forecast, it 
would still be necessary to know the ‘elasticity of substitution’ 
between different materials and different factors of production for 
my given price change 

A further difficulty is that an input-output table foi any one 
year shows only those relationships appropriate to a given level 
□f production Inter-industry relationships may not, however, be 
proportional or ‘linear’. A 5 per cent increase in the output of 
the chemical industry, for example, may not necessitate a 5 per 
cent increase m the volume of its purchases from the engineering 
industry Inter-industry purchases and the use of primary input 
may not be proportional to final output even if prices remain 
constant An industry that is operating well below full capacity, 
for example, will be able to raise its output without increasing 
the scale of its equipment purchases and without a proportionate 
increase in the size of its labour force An industry strainmg the 
limits of Its capacity, on the other hand, may incur unusually 
heavy expenditure on repairs and may be forced to employ labour 
of inferior quahty. A further complication is that inter-industry 
relationships are bound sooner or later to be disturbed through 
changes in design and technique 

THE SOURCES OF NATIONAL INCOME STATISTICS 

Most of the data used in the national income accounts are 
obtained from Inland Revenue tax assessments for incomes, the 
annual censuses of production for the estimates of industrial 
output and capital formation, and the accounts of the public 
corporations, local authorities and central government These are 
supplemented by statistics drawn from a variety of sources, such 
as other data of production and sales of different commodities, 
the foreign trade statistics of the Board of Trade and the Treasury, 
and the results of regular sample inquiries into consumers’ 
expenditure, manufacturers’ stocks and fixed investment Little 
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of this information is collected specifically for the compilation of 
national income statistics, so that the sixty or so tables of the Blue 
Book represent a considerable achievement The reliability of the 
estimates has improved over the years, but the extensive revision 
of past estimates cannot be avoided m a conceptual system where 
an alteration in one category, e g consumers’ expenditure, will 
necessitate changes being made in others, e g personal income or 
personal saving 

The official guide to the national income statistics attempts to 
grade the reliability of the mam components The chief weaknesses 
he in the estimates of income from abroad, investment m stocks, 
stock appreciation and in proportionately small ‘residuals’ such 
as personal saving , in these there is, roughly speaking, a 90 per 
cent chance of an error of more than lo per cent Unfortunately, 
investment in stocks and personal saving are fields where accuracy 
IS of great importance to the analysis of short-term economic 
change, and the possibihty of error m other analytically important 
components, such as gross domestic fixed capital formation, 
although smaller, is still significant Recorded changes from one 
year to another, however, are of greater reliabihty than the annual 
figures themselves, and in a number of instances analysis can 
proceed on this basis 



CHAPTER 35 

THE LEVEL OF ECONOMIC ACTIVITY- 
CAUSES OF UNEMPLOYMENT 

EXPENDITURE THE KEY TO EMPLOYMENT 
In the short run, m which the state of productive technique can be 
regarded as fixed, expenditure, or what is often described as 
‘effective’ demand, is the key to the general level of production, 
employment and incomes Involuntary unemployment occurs 
when national expenditure is not sufEcient to generate a volume 
of output at which all those who are willing to work at current 
wage-rates can find jobs Some unemployment is unavoidable m 
a free society, because some workers are always m the process of 
changing jobs, but this ‘frictional’ unemployment can be ignored 
at this stage. Production will be insufficient for the employment 
of the available labour force when sales by busmess, including the 
nationalized mdustries, are too low , and sales will be too low if 
expenditure is too low Expenditure would be greater if incomes 
were higher, but m the absence of government intervention 
spendable incomes can only be higher if production rises, and 
production will not be increased if sales do not keep pace. The 
vicious circle would seem to be complete 

THE EQUILIBRIUM LEVEL OF PRODUCTION, 
EXPENDITURE AND INCOME 

The nature of the problem can be most easily exaimned by first 
assuming that there is no international trade and that government 
expenditure and revenue are at such low levels that they can be 
Ignored. National expenditure will then consist substantially of 
outlays on private consumption and investment. 

In the accounts of the national mcome statisticians, national 
mcome, product and expenditure are always equal But what is of 
mterest to us here is the consideration of those forces that lead 
to a change m mcome and expenditure towards or away from 
their so-called ‘equihbnum’ level, at which they will remain 
stable in the absence of further disturbances For this purpose 
we must return to the concepts of planned saving and planned 
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investment, which were introduced m Chapter 30. When planned 
saving equals planned investment, income and expenditure are 
stable, and planned expenditure equals production, so that there 
IS no unplanned accumulation or reduction of producers’ stocks 
to induce businessmen to contract or expand output 

Involuntary unemployment arises when equality between 
planned saving and planned investment occurs only at a level of 
national income, production and expenditure that is too low for 
full employment The national income will not remam above this 
if, at a higher level of income, planned saving would be more than 
planned mvestment, m which case unsold stocks would accumulate, 
leading businesses to reduce production and so diimmshing in- 
comes until planned saving and investment — and therefore 
production and sales — ^were once more m balance The national 
income will not remain below the equiUbrium level if at a lower level 
of income planned savmg would be less than planned investment, 
for the excess of planned investment over planned saving would 
set in motion forces of expansion 


Table 25 Leveb of National Income and Expenditure 


National 




Total planned 

ncome and 

Planned 

Planned 

Consumption 

expenditure 

product 

savmg 

investment 

(1-2) 

(3 + 4) 

I 

a 

3 

4 

S 

a, 000 

600 

500 

1,400 

1,900 

1,900 

S13 

413 

1,387 

1,800 

1,800 

432 

357 

1.368 

1.725 

1.700 

3 S 7 

307 

1.343 

1,650 

1,600 

288 

263 

1.31a 

1.575 

1,500 

22s 

225 

1.275 

1,500 

1,400 

168 

193 

1.232 

1.425 

1,300 

130 

180 

1,170 

1.350 

1,200 

120 

160 

1,080 

1.240 

1,100 

no 

150 

990 

1,140 

1,000 

100 

ISO 

goo 
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By way of illustration. Table 25 sets out against hypothetical 
levels of national income and production the consumption, saving 
and mvestment that might be undertaken at those levels Only with 
the national income at 1,500 would the economy be in equilibrium, 
with planned saving equal to planned mvestment and with 
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production equal to planned expenditure At national income 
levels above 1,500, planned saving rises by more than planned 
investment, so that planned expenditure falls short of production , 
at levels of national income below 1,500, on the other hand, the 
excess of planned investment over planned saving, implying an 
excess of planned expenditure over production, leads businessmen 
to increase their output, so raising the national income towards 
the equilibrium level At this level, however, full employment 
might not be achieved , the full-employment level of income and 
expenditure might be, say, 2,000 

There is no reason inherent m the operation of a market economy 
why planned saving and planned investment should find equality 
at just the level of national income and production at which full 
employment is achieved, as saving and investment are performed 
by different members of the economy and for different motives 
But It IS evident from Table 25 that the explanation for the 
existence of involuntary unemployment can be sought in the 
relationships between income and saving or consumption, and 
between income and investment As we move above a national 
income level of 1,500 in Table 25, the tendency towards un- 
employment arises because an increase in national income leads 
to a rise in planned saving, leaving a gap between national product 
and consumption that is not entirely filled by planned investment 
Below 1,500, on the other hand, there is an excess of planned 
investment over planned saving at each level of income , an increase 
in product and income would cause planned investment to rise 
sufficiently to keep ahead of planned saving, which itself moves 
in the same direction as income 
In the language of econormcs, what is important is the relation- 
ship between the community’s propensity to save, that is the 
proportion of income that the community wishes to save, and its 
propensity to invest The higher the propensity to save, the 
higher would planned saving be at any given level of income, and 
the higher w'ould planned investment have to be at that value of 
the national income to maintain full employment 

In this sense it would be true to say that excessive saving is 
responsible for unemployment. But it is equally true to say that 
the cause of unemployment is insufficient investment, for a higher 
level of investment would mean a higher level of planned expendi- 
ture, making possible a higher equilibrium level of income and 
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production for any given propensity to save It is the relationship 
between planned saving and planned investment and not the level 
of either alone that matters 

The interaction between saving, investment and the national 
income is more appropriately examined in the study of economic 
fluctuations, at tius stage we are merely concerned with the 
question of why a particular level of national income at which the 
economy may settle need not be that of full employment In 
their analysis of the causes of unemployment some economists 
have been inclined to lay greater stress on the behaviour of 
consumers, and others on business investment 

Thriftiness, great inequality of incomes, the absence of attrac- 
tive new products, or the possession by consumers of large stocks 
of durable goods and clothing can lead the community to save a 
proportion of its mcome that is too high m relation to the level 
of investment that busmessmen are prepared to undertake. Some 
economists used to emphasize the possibihty that the proportion 
of mcome saved would tend to rise with the national income, so 
that the gap between production and consumption, which has to 
be filled by planned investment to prevent unemployment from 
developing, would increase disproportionately, but this is not 
essential for unemployment to occur, and in practice the effect of 
changes in income has proved more complex 

Alternatively, we may consider the level of investment to merit 
more consideration in certain situations, and the fact that the 
proportion of national income devoted to capital investment has 
fluctuated widely in some periods in the past has led many econo- 
mists to seek the ‘main’ cause of unemployment here. Given the 
rate of interest and the pattern of costs and prices, planned invest- 
ment may be too low m relation to planned saving because 
busmessmen do not think it profitable to expand capacity at more 
than a certam rate Or it may be too low to maintain full employ- 
ment because there is already excess capacity in existence or 
because businessmen expect sales to fall Of course there may be 
excess capacity just because the economy is m a state of unemploy- 
ment, and busmessmen are most likely to fear a fall in sales when 
one has aheady begun 

These considerations serve to emphasize the interdependence 
between income and investment , when planned investment is low 
in relation to planned saving the national income will tend to fall, 
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but when the national income is below its full-employment level 
investment is likely to be ‘too low’ as a result Like planned 
saving, the level of planned investment is both a cause and an 
effect of the size of the national mcome This mterdependence 
also helps to explam why movements in the level of mcome and 
expenditure may become cumulative for a time, a change in 
planned investment, for example, causes the national mcome to 
change m the same direction, and this m turn will react on 
consumption and savmg and ultimately on planned investment 
Itself. 


UNEMPLOYMENT AND THE SELF-ADJUSTMENT 
OF THE ECONOMY 

What has not been explamed is why the economy is not self- 
regulatmg Many economists would once have looked for self- 
regulation m the form of the flexibihty of prices and wages 
If involuntary unemployment occurred, they would contend, full 
employment would be restored if the excess of supply over demand 
m the labour market were allowed to cause a fall m rates of wages 
and salaries m relation to prices, the mcrease m profit margins 
mducmg employers to mcrease the level of output and employ- 
ment The fall m wage-rates would proceed until all those who 
would accept work at the ruling wage were employed ; according 
to this analysis it is the unwillingness of the trade umons to accept 
wage reductions that is basically responsible for imemployment 
that is not merely frictional 

If an individual is wiUmg to accept a lower wage his chances of 
employment are increased, and the same may apply to the un- 
employed workers of a smgle industry. But what is true of the 
part is not necessarily true of the whole economy, and the simplicity 
of the theory is deceptive. Wage-earners are purchasers of goods 
and services as well as factors of production, and a fall m wage- 
rates greater than the fall m retail pnces reduces the real mcomes 
of those already m work when the adjustment begins For the 
level of consumption as a whole to be maintained the reduction 
m the volume of real expenditure by employed workers must be 
offset by a correspondmg mcrease on the part of businessmen and 
shareholders, out of the higher real profits that are the counterpart 
to the reduction m the real wages of the employed A redistribu- 
tion of real mcome in this direction is unlikely to have this effect. 
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A further redistribution of real income also takes place in 
favour of past lenders at the expense of past borrowers, for the 
real value of fixed-interest payments and of the principal of money 
debts IS enhanced by the fall m prices In so far as lenders tend 
to be savers and borrowers tend to be spenders, the change is 
hkely to work agamst the restoration of full employment 

The operation of expectations may also be unfavourable. If 
unemployment is known to lead to lower prices and wages, pur- 
chases of both consumer goods and capital equipment are likely 
to be deferred when unemployment begins to develop, accelerating 
rather than checkmg the decline in business activity until the fall 
in prices and wages has gone far enough to convince consumers 
and busmessmen that their current level is abnormally low. 
Unemployment could be seriously increased in the process 

Agamst these adverse effects of a fall in prices can be set more 
favourable repercussions A fall in the price-level due to the 
existence of unemployment might eventually stimulate consump- 
tion and investment by enhancing the real value of the com- 
mumty’s holdmgs of money and near-money assets It might 
eventually revive business investment because a fall in prices 
would reduce the size of the active money balances reqmred to 
satisfy the transactions and contingencies motives, thus lowering 
the rate of interest. 

Many economists now agree that eventually full employment 
can be restored if only prices fall far enough when planned savmg 
exceeds planned investment, but the rigidity of wages and prices 
in the real world of imperfect competition in the markets for both 
labour and goods makes the point an academic one Moreover, 
if low prices eventually cure unemployment by augmenting the 
real value of the community’s hquid assets and by reducing the 
rate of interest, the same result can be achieved by budget deficits 
and by monetary policy without the depressing effects of falling 
prices. 

The Operation of the Rate of Interest 

In the world of relatively inflexible prices we are left with the 
rate of interest as the main automatic regulator set in operation by 
a discrepancy between planned saving and planned investment 
As such, however, spontaneous changes in the rate of interest 
have not proved potent enough to maintain full employment or 
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even to prevent the extremes of prolonged depression and senous 
inflation For if the community’s willingness to save outruns its 
planned investment, the increase in planned saving may not be 
used wholly to purchase securities Part may be retained m the 
form of money balances, and to this extent funds are not offered 
for potential investment to an amount fully equal to the increase 
in planned saving. Moreover, neither saving nor investment is 
sufficiently mterest-elastic for moderate changes in the rate of 
interest to restore equilibrium m the short run, and the range 
within which the rate of interest fluctuates is restricted by the 
operation of investors’ expectations The rate of interest cannot 
fall below the level at which investors as a body are convinced 
that the rate is dangerously low, and this level may be too high 
to mduce businessmen to undertake sufficient investment, if their 
expectations are pessimistic, or to bring forth a sufficient volume 
of consumption to prevent a serious slump 

The failure of the operation of the rate of mterest to guarantee 
full employment does not mean that the economy is without any 
measure of overall self-adjustment The proportion of income 
saved may well fall in a recession, and a dechne in investment will 
be checked by the necessity for replacement expenditure and by 
the relative stability of those forms of mvestment, such as certain 
public works, that are geared to the long-run growth of the 
economy 

If businessmen are willmg to disregard a minor recession and to 
base their investment plans on the prospect of long-run economic 
expansion, the consequent element of stability given to business 
investment will make a major slump much less likely and, m the 
event, justify the boldness of such a policy itself When a dechne 
m business activity is international, raw material prices, which 
are less ‘ sticky’ than wage-rates and manufacturing profit margins, 
may fall enough to bring down the prices of finished goods. In 
the process the decline in the incomes of raw-material producing 
countries may aggravate the problem of maintaining employment 
in the manufacturing countries, by forcing the former to reduce 
their imports of manufactured goods, but eventually consump- 
tion and mvestment in the manufacturing countries may be 
stimulated by the consequent increase in the real value of their 
liquid assets and by an expectation of a return to a more nor mal 
price-level 
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UNEMPLOYMENT AND GOVERNMENT FINANCE 
Outlays by the government on current goods and services are a 
form of ‘consumption’. Planned saving is augmented when the 
government budgets for a surplus on current account and is 
diminished if it budgets for a current deficit A planned surplus 
thus reduces national expenditure and a planned deficit mcreases 
It, other things bemg equal. 

The structure of government finance works in the direction of 
checking a decline in business activity Even if there is no change 
in the rate of taxation on different incomes, the government’s 
total tax receipts fall proportionately more than the national income 
if the tax structure is progressive Because government current 
expenditure is directed to political objectives, there is no reason 
why It should decline automatically m real terms during a recession 
in trade , mdeed, the provision of unemployment and other social 
security benefits helps to sustain the volume of personal consump- 
tion during such conditions An economy with a progressive tax 
structure, a high level of government expenditure and an extensive 
system of social security benefits possesses a useful automatic 
brake — a ‘built-m’ stabihzer — ^in the event of a decline in business 
activity 

UNEMPLOYMENT AND INTERNATIONAL TRADE 
Exports augment national income without a corresponding 
addition to the supply of goods, imports represent outlays that 
do not add to home income An excess of exports over imports 
(foreign investment) is therefore similar to domestic investment 
as a determinant of national mcome and production As nearly 
one-quarter of the Umted Kmgdom’s national income is derived 
from exports of goods and services the balance of our overseas 
trade has an important influence on domestic business activity, 
magmfied through the repercussions of a change in exports or 
imports on the fortunes of home industries supplymg equipment 
to the export trades or to those which compete with imports 
The state of the balance of foreign trade has been found to have 
imtiated most of the spells of seriously depressed trade in this 
country over the past hundred years. An international trading 
economy like that of the Umted Kngdom is vulnerable to fluctua- 
tions m the level of world trade, but it is also true to say that as 



502 THE ECONOMIC BACKGROUND TO INVESTMENT 

long as the purchasing power of our overseas markets is maintained 
no serious slump is hkely to occur as a result of a dechne m our 
domestic expenditure alone For if our consumption or our 
domestic investment falls when international trade is buoyant, the 
result IS hkely to be a substantial increase in the volume of our 
exports if our factors of production are sufficiently mobile and our 
prices are competitive in overseas markets 

UNEMPLOYMENT AND POST-WAR ECONOMIC 
CONDITIONS 

Between 1919 and 1938 the average number registered as 
unemployed m any one year never fell below 450,000, and m 1932 
reached 3 rmlhon Between 1946 and 1952 unemployment never 
exceeded 537,000, out of a larger population of working age, and 
in the boom year of 1955 averaged only 265,000, or i 2 per cent 
of the workmg population The increase m industnal production 
between 1919 and 1938 was 47 per cent, between 1946 and 1956, a 
period only half as long, the increase was 56 per cent 

In these few statistics hes a major economic transformation 
which has fulfilled the desire of people in many countries to see an 
end to the useless and cruel unemployment of the slump The 
extent to which this radical change m the state of the economy has 
been the result of a conscious and logical reorientation of govern- 
ment policy directed towards mamtaimng full employment, as 
opposed to the automatic consequences of war and its aftermath, 
leaves much room for dispute But m contrastmg the widespread 
unemployment which persisted during the decade following the 
First World War with the high level of activity that was mam- 
tamed in the decade foUowmg the Second, it is impossible to be 
unaware of the recasting of both economic theory and political 
philosophy that has occurred over the mtervenmg years. That 
the mamtenance of full employment reqmres and justifies positive 
intervention by the State is a view which is now commonplace , 
thirty years ago it was the conviction of only a minority. 

This intellectual reorientation is attributable largely to the 
economic writmgs of Lord Keynes and in particular to his 
General Theory of Employment, Interest and Money, which was 
published in 1936 In the General Theory Keynes set out to show 
the madequacy of the rate of interest as a spontaneous mechamsm 
for mamtainmg full employment He was not the first to express 
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some of the ideas that are now embodied in ‘Keynesian’ econo- 
mics , and he might disown others, were he still alive On certain 
important issues his analysis has even been refuted. But since the 
pubhcation of the General Theory the world of economics has 
never been quite the same In the way in which economists 
explore the causes of unemployment, and m the concepts they 
use, the General Theory stands as a landmark m economic thought 
It IS no longer usual for economists to regard a slump as fundamen- 
tally a necessary correction of previous economic maladjustments, 
or to caU for higher saving as its cure, or to regard State interven- 
tion in order to cure a slump as a dangerously inflationary pohcy 
made necessary only by the unwilhngness of the trade unions to 
allow wage-rates to fall in conditions of unemployment There is 
a wide measure of agreement, in this country, at least, as to the 
measures which the government might adopt m order to mamtam 
expenditure in the event of a serious recession in trade 
Nevertheless, the absence of serious unemployment m this 
country smce the war has been due not only, or even mainly, to 
action taken by the government with the dehberate object of 
revivmg national expenditure, for the number of occasions when 
this has been necessary has been small, at least until 1958 
Economically, perhaps the most important contrast between the 
post-war and mter-war years is to be seen m the field of mter- 
national trade. In the mneteen-twenties international trade was 
subject to the stresses and strains left by the First World War 
and the political changes that resulted This country’s share of 
mternational trade was unnecessarily diminished by the decision 
to return to the gold standard at a rate of exchange that was too 
high m relation to our domestic costs In the followmg decade 
the international depression, centred on the Umted States, was 
the cause of a severe dislocation of international trade to which 
many countries could react only by adopting defensive pohcies 
which, if they succeeded, did so partly at the expense of others 
Since the Second World War, on the other hand, the level of 
international trade in manufactured goods has shown an almost 
unbroken and remarkably high rate of expansion. For this the 
internal prosperity of the individual trading nations has been 
partly responsible, we have taken m one another’s washing m 
increasing quantities. But the desire of governments to maintain 
a measure of mternational co-operation directed towards the 
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achievement of liberal trade and internationally harmomous 
financial policies has been of great assistance. 

To the stimulus provided by the growth in our exports has been 
added a buoyant level of home demand The physical shortages 
inevitable during the war left behind them arrears of demand for 
many consumer goods and many forms of capital equipment, 
together with a high level of liquid assets in the hands of both 
business and consumers The redistribution of incomes by means 
of taxation and the development of the Welfare State have both 
operated in the direction of reducing the propensity to save on 
the part of the public as a whole to below what it would have been 
in their absence Government expenditure on defence has been 
maintained at a record peacetime level, and the expansion of the 
social services has augmented personal consumption 

Capital investment has increased in order to provide for the 
expansion in consumption, government expenditure and exports 
It has also been high because of the introduction of new techniques 
and products based partly on a high level of research expenditure 
and because of a new awareness on the part of businessmen of 
the potentialities of a growing economy m which a serious fall m 
business activity is likely to be the signal for prompt and deter- 
mined government support The operation of the economy at a 
high level of employment and output has resulted m a situation 
in which capital equipment that was being operated at below full 
capacity durmg the pre-war slump has proved insufficient to meet 
the demands placed upon it in industries such as steel, fuel and 
power 

In short, government economic and social policy has helped to 
build the framework within which full employment has been 
maintained, and the knowledge that the government would be 
both willmg and able to act so as to check a slump has been of 
great psychological importance But the forces making for 
prosperous economic conditions have proved so strong that 
government action has had to be directed more often towards 
checking national expenditure than to stimulating it Prosperity 
has brought its own problems, and the contmmng difficulty facing 
post-war economies all over the world has been that of preventing 
full employment from developing into inflation. 



CHAPTER 36 

INFLATION 

Between 1919 and 1938 retail prices fell by 28 per cent, between 
1945 and 1957 they rose by 70 per cent This increase in the 
price-level has been the consequence of a number of factors, 
including the delayed response to changes in costs that were 
masked by subsidies and controls during the war and the rise in 
the prices of commodities imported from abroad Basically, 
however, the contrast between the two periods hes in the persistent 
mflation experienced smce 1939 
Inflation occurs when the conununity’s aggregate expenditure, 
or demand, exceeds what can be supplied at unchanged prices 
When idle capacity is widespread and labour is mobile, an excess 
of demand over current supply can be met by a corresponding 
increase in output with no rise in prices Sooner or later, and 
before the whole economy reaches what can cmdely be described 
as ‘full capacity’ or ‘full employment’, excess demand can no 
longer be met by an equal expansion of output at unchanged prices 
in the short run An increase in production may still occur, but 
ultimately the operation of diminishing returns leads first to price 
increases m individual industries and then to a cumulative and 
general increase in costs and prices if the pressure of demand 
contmues to grow There is no single boundary between inflation 
and stability of prices, but a zone into which further penetration 
IS marked by the spread of inflationary pressure over the economy 
as a whole 

INFLATION AT FULL EMPLOYMENT IN A CLOSED 
ECONOMY 

Inflation is fully grown when aggregate demand exceeds ag- 
gregate supply m an economy operating at full employment, 
which we can define loosely as one m which unemployment is at 
no more than a frictional or seasonal level As a start it is con- 
vement to assume that we are examimng an economy with no 
foreign trade We can consider the possible course of events if, 
following a period of full employment, m which national product 
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and expenditure have been runmng at i,ooo, the community 
attempts to increase its expenditure by lOO To isolate the problem 
we can suppose that no general increase m production is possible 

Initially the increase in demand may be met by a reduction m 
stocks throughout the economy, but this cannot continue in- 
defimtely. Beyond this stage prices may still be held relatively 
steady, but the excess of demand over supply will lead to an 
increase in unfilled orders and to some form of ratiomng As a 
result, ‘plans’ to spend cannot all become effective. This is the 
case of suppressed inflation, which is exammed in a subsequent 
section. 

Alternatively, profit margms and prices may be allowed to rise 
until the excess of demand over supply at the old price-level is 
matched by an eqmvalent supply, unchanged m real terms, but 
higher m money values If the pressure of excess demand is 
shght or is expected to be temporary, businessmen may refram 
from raising prices, but if it is strong or persistent the opportumty 
for earning higher profits is less likely to be ignored. Inflation is 
usually associated with a nse in prices, and the process calls for 
more detailed examination. 

Returnmg to our numerical example, demand and supply in 
money terms will once more be equal if prices rise by one-tenth, 
so that national product and expenditure are now valued at i,ioo 
Prices have risen, but as a result the inflationary pressure has been 
absorbed, for demand and supply are once more m balance At 
this point, and viewed m isolation, it is not the rise in prices 
that should be called ‘inflationary’, for the change m the price- 
level has been the result of the pressure of excess demand, and the 
means by which equilibrium has been restored between aggregate 
demand and supply 

the cumulative nature of inflation 

If there were no further disturbance discussion could end at 
this pomt. But the mtractabihty of the problem of inflation lies 
m its cumulative nature, in which several forces can be identified 
First, there is the tendency of any swing m national demand to 
feed on itself for a while because of the fact that a rise m one man’s 
expenditure adds to another’s mcome and is thus the means 
whereby the latter’s own expenditure can be raised Thus the 
increase in profits that, in our example, was the counterpart to 
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the rise in prices might lead businessmen to spend more on 
consumption or investment A rise m their consumption or in 
their investment would m turn expand the money incomes of 
those people engaged in the trades experiencing this further round 
of demand, inducing them to raise their own expenditure, and so 
on. 

A rise in profits and orders on hand will make busmessmen 
ready and even eager to offer higher wages in order to attract 
labour, and when overall demand is growmg, this process, too, 
can become cumulative as busmessmen attempt to conserve their 
own labour force in the face of a nse m wage-rates elsewhere 
On the surface the cause of the increase in wage-rates might 
appear to be the desire of unions to defend their members from 
the increase in retail prices, but even if there were no trade umons 
the competition for labour in such a situation would lead to higher 
wages 

Thirdly, people whose money incomes cannot be increased may 
attempt to maintaui their real standard of living m the face of 
rising prices by spending more in money terms, reducing their 
saving and even running down past savings to do so Businessmen 
whose profits do not keep pace with the rise m the prices of plant 
and eqmpment may be able to sustain their investment in real 
terms by drawing on their hquid assets or by recourse to external 
finance 

All such attempts to maintain or mcrease expenditure m real 
terms, whether on consumption or investment, involve an expan- 
sion of expenditure in money value, causing fresh mfiationary 
pressures and further mcreases m prices, profits and wages, and 
so on. As the expectation of a sustamed increase in prices spreads 
throughout the commumty the danger of an acceleration of the 
process becomes even more senous 

AN END TO THE PROCESS 

The upward spiral of prices and costs will come to a halt in a 
closed economy only when the rise in prices due to a previous 
excess of total demand over supply is not matched by a further 
increase m money demand emanatmg from attempts to mamtam 
or mcrease real expenditure In the absence of anti-mflationary 
measures on the part of the government, the expansion of money 
demand may cease m a number of ways. 
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First, planned investment may eventually decline in certain 
sectors of the economy Many types of investment, even in an 
economy in which aggregate demand is excessive, tend to follow 
a cyclical path rather than a steady upwards curve An economy 
suffering from inflation is rarely free from discrepancies in the 
rate of expansion of different industries or from speculative mis- 
calculations, both of which may finally upset the balance of the 
economy and disappoint expectations of profitability over an 
increasingly wide area. 

Secondly, certain sections of the commumty may eventually 
fail to secure a sufficient rise in their money incomes At some 
stage or other employers may successfully resist wage claims for 
fear that the increase in their costs cannot be passed on to their 
customers. But this is more likely to occur if the pace of inflation 
IS visibly slowing down for other reasons, causing businessmen 
to become more cautious 

Thirdly, the recipients of fixed incomes will ultimately find it 
impossible to maintain their real expenditure by reducing their 
current saving or by drawing on past savmgs, for with every 
mcrease in prices the real value of their savmg, past and present, 
dimimshes 

Fourthly, in the process of inflation a redistribution of real 
incomes and wealth occurs , the average propensity to save of the 
commumty as a whole will be increased if those who gam do not 
attempt to raise their real expenditure by an amount fully equal 
to the reduction on the part of those who lose Those who have 
incurred fixed-interest debts, including the Exchequer, will have 
gained at the expense of past lenders , those with variable incomes 
will have gained at the expense of those whose incomes are rigid , 
those with physical property will gam at the expense of those 
without , and the stronger trade unions and businesses will have 
benefited at the expense of the weaker A marked shift m real 
incomes and wealth in the direction of greater inequality can be 
expected to raise the propensity to save of the commumty as a 
whole, and the increase in the share of national income accruing 
to businesses from an increase in profit margms during an inflation 
may have a similar effect 

In an economy in which taxes on income are progressive and 
collected speedily, and m which most indirect taxes are on an 
ad valorem basis, a transfer of real net incomes will occur from 
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taxpayers to the State, for taxes will rise faster than incomes This 
will strengthen the propensity to save of the commumty as a 
whole if government expenditure is not increased to match xhe 
rise in the real value of tax receipts A progressive system of 
taxation thus acts as a brake on inflation as well as on deflation 
Fifthly, the money supply may not be sufficiently elastic 

THE MONEY SUPPLY 

Inflation requires an mcrease in the active money supply to 
finance the excess of planned mvestment over planned saving and 
to meet the enlarged demand for active money balances If there 
is not a sufficient mcrease in the total quantity of money m exis- 
tence, the extra supply of active money can come only from 
existmg ‘ idle ’ balances, so that the expansion in the flow of money 
transactions is made possible by turning over the total quantity 
of money more rapidly. This process will be reflected in a fall 
in the ratio of the total quantity of money m existence to national 
expenditure, that is to say in an increase in the ‘velocity of 
circulation’ of the existing quantity of money. 

However, unless investors are convmced that no further increase 
in interest rates is likely, the transfer from idle to active money 
balances will only be possible if mterest rates rise. If the pressure 
of inflation is persistent the increase in interest rates is likely to 
be reinforced by the operation of investors’ expectations of a 
further mcrease and ultimately by a widespread aversion to 
holding fixed-money-value assets 

If the quantity of money is not sufficiently elastic, rates of 
interest may eventually rise to a very high level The willingness 
to undertake new capital mvestment may be weakened as a result, 
and the fall m fixed-interest security prices will correspondingly 
reduce the spendable value of past savings held in this form In 
these conditions, too, there will be a limit to the extent to which 
the banks are prepared to sell securities to finance an mcrease in 
advances, and they may well be disposed to hold larger liquid-asset 
ratios than are usual There will be some insecure would-be 
borrowers who will not be able to obtain finance at any price 
Ultimately, therefore, the pressure of inflation will subside if 
the total quantity of money does not rise sufficiently In the past, 
really violent inflations, as in Germany after the First World War, 
where retail prices rose by several thousand per cent, have all been 
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accompanied by an elastic money supply, based usually on the 
finance of a large Budget deficit by loans from the central bank 
and by increasing resort to the printing-press For when prices 
are rising with rapidity and taxes are collected in arrears, the 
excess of government expenditure over taxes received may be 
sharply increased, and resort to central bank finance may seem 
mevitable if, as is hkely, the market for government bonds is under 
continual pressure 

INFLATION AND THE BALANCE OF PAYMENTS 

Fmally, a mild inflation may come to an end through its effect 
on the balance of foreign payments. The excess of home demand 
and the rise in domestic prices, unless effective import controls 
are m operation, will raise the level of imports and, unless inflation 
in overseas markets is sufficiently strong, reduce the volume of 
exports The balance of trade will therefore deteriorate. 

However, no country’s foreign exchange reserves are unhmited, 
and sooner or later one or more of three things will happen The 
government may act to check the loss of foreign exchange reserves 
by striking at its root cause — ^the excess of home demand 
Alternatively, it may attempt to protect the balance of payments 
‘directly’, by tightemng import controls, in which event the 
pressure of inflation will be intensified as demand is diverted to 
the home market Thirdly, the government may be forced to 
allow the rate of exchange to depreciate 

This third course is also likely to aggravate an inflationary 
situation For a while the fall in the exchange rate, it is true, may 
improve the balance of payments, measured in terms of the 
domestic currency, by raising the receipts of exporters and 
checking the demand for imports But this will add to the level 
of domestic expenditure and incomes, and if imports are an 
important element in the price-level the rise in the prices of 
imports will also mtensify the demand for higher wage-rates By 
adding to the rise m domestic pnces and mcomes, exchange 
depreciation may ultimately be self-defeating, and a repeated 
adjustment of the exchange rate m a downwards direction may 
become necessary 

When the reaction of the balance of payments with inflation in 
a country with a large volume of international trade becomes 
cumulatively unfavourable and the money supply is highly elastic. 
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inflation can be extremely violent, causing ruin to large sections 
of the community and ending only in complete financial collapse, 
with incalculable harm to the political as well as the financial 
framework of society, as the experience of Germany confirms 

DEMAND AND COST INFLATION 

A rise in prices may be the result of an increase in profits or 
m costs The distinction is therefore sometimes drawn between 
demand and cost inflation The former occurs when there is an 
excess of aggregate demand over aggregate supply, i e an excess 
of planned investment over planned savmg, when the economy has 
reached the zone of full employment Cost inflation occurs when 
businesses raise their prices directly in response to an mcrease in 
costs due to a rise in the money incomes of the factors of production 
they employ, especially in the form of an mcrease in wage-rates 
In the former situation the rise in prices constitutes an increase in 
the share of the national mcome accruing to profits, in the process 
of cost inflation businessmen raise prices to maintain their share 
in the national income. 

The dividing hne is not as clear as it seems, for in most periods 
of inflation prices rise because of the interaction of both sets of 
forces, as in the situation discussed m the previous pages of this 
chapter A rise m wage-rates will be granted by employers 
only if they are confident that the demand for their products 
will be sufficient to support the resultmg increase in their 
prices 

Nevertheless, in some circumstances the distmction may be a 
useful one A general nse in wage-rates may be claimed by trade 
umons and granted by employers at a time when there is no 
excess demand either for final products or for factors of production, 
including labour For this to occur there must be no widespread 
unemployment, so that employers do not feel that they have the 
upper hand m the bargainmg process, and the individual em- 
ployers and employers’ associations who take part in this process 
must be confident of being able to pass on the increase m costs to 
their customers The latter condition will be fulfilled if employers 
individually feel that an mcrease m wage-rates will be general 
In this situation all employers m the same mdustry will be 
similarly affected, and, what is equally important, the rise in wage- 
rates granted m other industries will generate the mcrease in 
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purchasing power necessary to absorb the rise in the prices of the 
products of any one 

The dependence of such a situation on the expectation that 
wage increases will be general means that a cost inflation of this 
sort, 1 e when there is no excess demand, is only likely when the 
driving force behind wage claims is recognized by the majority of 
employers, for example when trade unions submit wage claims 
on the grounds that retail prices have increased since the last 
senes of awards Thus, while most periods of rising prices begin 
as demand inflation, they may be extended by the process of cost 
inflation even though, following each round of wage and price 
increases, aggregate demand and supply are in balance Cost 
inflation may occur even though aggregate demand has fallen 
somewhat below the full productive capacity of the economy, as 
long as employers individually are willing to retain an under- 
employed labour force m anticipation of an eventual rise in 
demand Cost inflation may also be initiated by a rise in prices 
following a period in which there had previously been no inflation 
of any kind , the initial impulse might take the form of an mcrease 
in the cost of living due to a rise m import prices or a removal of 
food subsidies, for example 

Cost inflation is also apt to become cumulative The rise in 
prices due to the award to one set of industries of a wage increase 
in excess of the growth of productivity will induce other trade 
unions to submit wage claims in order to protect their members 
against the rise in the cost of living, leading to a further increase 
in prices and a fresh round of wage claims, and so on. In the 
process, areas of excess demand are likely to arise as an increase 
in the incomes of wage-earners in one part of the economy swells 
the demand for the products of other industries The process 
may come to an end for the reasons already introduced. 

SUPPRESSED INFLATION 

If excess demand is not allowed to find an outlet m the form of 
higher prices, the situation is one of suppressed inflation An 
element of suppressed inflation arises if busmessmen prefer to 
build up their order-books and ration their customers rather than 
charge what their market will bear when excess demand develops. 
In its most general form, however, suppressed inflation has usually 
been the result of the imposition of statutory price controls aimed 
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at limiting the increase in prices during a period of inflation To 
prevent queues and under-the-counter transactions, statutory 
ratiomng is necessary m such a situation As a deliberate policy, 
suppressed inflation suffers from rigidity and admimstrative 
clumsiness and necessarily interferes wth freedom of choice, it 
may merely postpone rather than destroy thi danger of open 
inflation. 

Suppressed inflation also refers to the situation in which excess 
demand is deliberately diverted into certain channels Rationing 
and price controls in the field of ‘essentials’ may be used to divert 
unsatisfied demand to luxuries , in this way the force of inflation 
may be held off the poor, and a cumulative rise in wages and prices 
mitigated if the increase in the prices of ‘luxuries’ due to the 
diversion of demand is disregarded in the formulation of wage 
claims The pressure of inflation will be diminished if the rise in 
prices needed to ‘mop up’ the demand for unrationed goods takes 
the form of a stiff increase in mdirect taxes, stenlizmg purchasing 
power in the form of a Budget surplus 

In suppressed inflation demand may also be diverted to those 
industries where there is unused capacity. In an economy 
engaged in international trade, however, the effect of suppressing 
demand in one sector may merely be to draw imports and exports 
into the home market, so that the balance of payments deteriorates 
Controls on imports have therefore accompanied such a policy in 
the past 

A policy of suppressed inflation was resorted to during the war 
and for some time afterwards Ratiomng and price controls 
limited expenditure on ‘essentials’, unsatisfied demand was 
diverted to buy ‘ luxuries ’ that were highly taxed, such as cigarettes 
and alcoholic drinks, and to fill the cinemas and theatres Unspent 
income was tempted into National Savings and government bonds, 
helping to keep down the interest cost of war finance But the 
accumulation of liquid assets and the running down of stocks 
that were inherent m this policy only aggravated the problem of 
inflation in the post-war years. 



CHAPTER 37 

FLUCTUATIONS IN ECONOMIC 
ACTIVITY 

From the time of the industrial revolution, itself a major ground- 
swell of economic development, the course of economic activity 
has been marked by a succession of fluctuations, the repercussions 
of which have been felt over a large part of the trading world 
They have been divided broadly into three categories, according 
to their typical duration They are the possible ‘long waves’ of 
economic development to which reference was made in Chapter 32, 
the business or trade cycle of eight to twelve years’ duration, and 
mmor cycles whose rise and fall span only two or three years. 
In addition a variety of rhythms can be discerned affecting some 
aspect or other of economic activity that may form part of or 
proceed separately from these three main groups of fluctuation 

LONG WAVES 

The course of economic activity in the industrial economies of 
Europe and the U S.A. over the past century and a half is seen by 
some econonusts as having followed long rolling waves, tabng 
the form of an alternate intensification and slackemng in the 
underlying rate of economic growth The first of these long 
upward waves in the United Kingdom has been identified as 
lasting from the end of the eighteenth century to the end of the 
Napoleomc Wars, followed by a succession of long fluctuations 
about the underlying trend upwards as listed on page 434 During 
the ascent of the long waves shorter fluctuations have occurred, 
but over each upwards wave as a whole production has grown 
relatively rapidly and prices and interest rates have been 
comparatively high 

One of the most difficult problems in the analysis of economic 
fluctuations is to decide which events form an organic part of the 
cyclical character of the economy and which should be regarded 
as ‘extraneous’, although historically providing some of the 
impulses from which the rhythm of economic activity has been 
derived Economists are undecided as to whether the bursts of 
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technical innovation, the swings m population growth, even the 
wars, that some regard as having marked the alternation of rising 
and falling waves should be thought of as interdependent sets of 
events forming the very stuff of the economic mechanism or as 
phenomena bearing on our economic life from ‘outside’ Many 
econonaists, perhaps the majority, would deny that the historical 
evidence is strong enough to support the concept of the long wave 
at all 

It was noted by Professor Kondratieff, a Russian economist, 
who was the first to put forward in detail the theory of the long 
wave, that during what he identified as the falling long waves 
many important discoveries and innovations were made in the 
field of production and communications that were not applied on 
a large scale until the next long upswing Many economists, except 
those who do not support the concept of the long cycle itself, 
would agree as to the importance of their role The economic 
upsurge that covered the third quarter of the nineteenth century 
was associated with iron and steam , that which spanned the forty 
years until the nmeteen-twenties saw the rise of electricity, steel, 
industrial chermstry, and the internal-combustion engine, that 
which has not yet ended has brought the development of new 
synthetic fibres, gas turbines, a new metallurgy, control engineer- 
ing, and atomic energy The application of these major innova- 
tions requires long periods of relatively high capital investment in 
many industries , and, in the past, periods of rapid growth have 
drawn into their strong current many contnbutory streams of 
econormc change 


BUSINESS CYCLES 

Superimposed upon longer-term trends have been fluctuations 
in the general level of economic activity lasting between eight and 
twelve years from trough to trough These cycles in output, 
employment and incomes, m which commodity prices and interest 
rates have generally followed the direction of business activity, 
have been recorded for nearly a hundred and fifty years until the 
Second World War in the major private-enterprise economies 
The channels of world trade have afforded a passage for the spread 
of the cycle to most of the trading economies of the capitalist 
world Table 26 records the fluctuations traced m the United 
Kmgdom before the outbreak of the Second World War Since 
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the war, activity has remained at a high level and a cychcal pattern 
IS much more difficult to discern 

Table 26 Business Cycles in Britain 1792-J93S 


Crests 

Troughs 

1792 

1797 

1803 

1808 

1810 

1816 

1818 

1821 

182s 

1832 

1836 

1842-3 

1845-6 

1849-50 

1853 

1858 

i860 

1862 

186s 

1867 

1874 

1879 

1882-3 

1886 

1889 

1893 

1899 

1903-4 

1906-7 

1908-9 

1913 



1920 1923 

1928 1932 

1937 1938 

Source wmrniBevmdei, Full Employment m a Free Society (Allen A Unwin ) 

There is no single theory of the trade cycle that commands 
general assent, and it is by no means clear that we should be 
justified in speaking of ‘the’ business cycle, for each cyclical 
movement has had its unique characteristics Analysts of the 
business cycle have to consider which events should be regarded 
as part of a generalized theory of cyclical fluctuations and which 
should be thought of as extraneous, although perhaps imparting 
the initial impulse to certain fluctuations in the past. This is the 
distinction between the ‘endogenous’ and ‘exogenous’ variables 
that is frequently drawn in theoretical economics Is the applica- 
tion of a major invention, a change m government policy, or a war 
to be regarded as ‘endogenous’ or ‘exogenous’ ? 

Historically it is not difficult to isolate special events as being 
in some way the most important cause of a particular upswing or 
downturn, and the case for regarding each cycle as a thing apart 
IS strengthened by the statistical record, which shows that different 
groups of industries lead the w'ay at the turning-point of different 
cycles 
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This leads us to another problem Whereas we can certainly 
portray ‘the’ level of econonuc activity in the aggregate, by means 
of an index of production or a statistical measure of the national 
income, a more discriminating analysis would emphasize the fact 
that individual industries follow courses that are not identical 
Some industries suffer little or no recession during the downwards 
phase of the cycle, others suffer severely Certain industries 
follow cyclical paths whose peaks and troughs do not coincide in 
point of time, and at ‘the’ downturn of the economy some indus- 
tries will still be growing whereas others will have declined some 
time ago That the fluctuations we call business cycles have 
affected a large-enough proportion of all industries to cause sharp 
swings in the overall level of business activity has not prevented 
some economists from taking the view that an explanation couched 
in terms of ‘the’ level of activity and drawn from the examination 
of heterogeneous aggregates such as ‘consumption’ and ‘invest- 
ment’ is more superficial, if more easdy handled, than one which 
examines in detail the behaviour of individual industries Whereas 
some economists prefer to express the course of individual 
mdustries as a reaction to the movement in the general level of 
activity, others work from the other end of the chain and see 
aggregates only as a statistical abstraction The latter economists 
place greater emphasis on the stresses that develop as a result of 
the diversity of experience during each phase of the cycle and are 
more concerned with the relative movement of different prices 
and costs than those who prefer to deal in aggregate measures 

No study of business cycles can disregard the changing institu- 
tional framework of the economy and the inconstant propensities 
of human behaviour Factors such as the strength of the banking 
system, the extent of indebtedness, the force of speculation, to 
say nothmg of the role of the government, must be considered 
when examming the development of fluctuations in different 
countries or at different times 

CUMULATIVE PROCESSES IN BUSINESS CYCLES 

Economists agree as to the sort of factors, if not as to their 
exact strength, that cause an expansion or a contraction of economic 
activity to become cumulative Where they disagree is in their 
explanation of what makes these extended periods of prosperity 
and depression eventually go into reverse with, at least until the 
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war, an appearance of some regularity Three sets of forces, 
however, help to explain not only why economic change is 
cumulative, but also why it tends to be cyclical 

Psychological Factors 

The general climate of business opimon, the willingness to take 
risks and the eagerness to emulate the success of others, tends to 
swing with the tide of economic activity Action based on 
expectations has the collective effect of justifying them, in so far 
as higher investment by one business increases the profits of 
another, causing a further increase in investment, and so on 
Changes in attitude are important on the part of lenders as well 
as spenders, m the upswing, businesses find it easier to raise 
funds by way of ordinary shares, whereas during the downturn 
the less-secure businesses will be able to raise ordinary capital 
only on very unfavourable terms but may be unwilling to add 
to their indebtedness instead. 

Psychological factors may also help to bring a boom or a slump 
to an end, because of the knowledge that booms and slumps in 
the past have always come to an end The expectation of a return 
to ‘normal’ is likely to become most powerful when there have 
been marked changes in prices Today, however, although 
psychological factors are recognized as being highly important 
determinants of the force and duration of a boom or slump, most 
theories of the business cycle tend to cast psychology m a sub- 
sidiary role in the analysis of turnmg-pomts, in that, wheieas a 
change in business psychology may well brmg about a downturn 
for example, once a boom is seen to be slowing down, the deeper 
causes of the swing from boom to slump and back again are 
usually sought m the factors responsible for the loss of impetus 
to which expectations react 

The ‘Multiplier' Effect 

This IS the term generally used to describe the process whereby 
an initial change of expenditure in the form of investment 
ultimately causes a larger increase m total national expenditure 
by raising the incomes of those members of the community whose 
goods and services are purchased for the purpose of investment, 
thus enabling them to raise then expenditure m turn, and so on 
The ‘multiplier’ expresses the size of the final change m national 
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expenditure as a multiple of the initial change, assuming that there 
have been no other disturbances 

The calculation of the multiplier is derived from the proportion 
of an increase in their income that people spend on consumption 
The obverse of the community’s propensity to save is its propensity 
to consume If the average propensity to save is one-third, the 
average propensity to consume is two-thirds The measure 
relevant to the calculation of the multiplier, however, is not the 
average propensity to consume, which relates total consumption 
to total net income, but the marginal propensity to consume, which 
relates the change in consumption to the change in income Thus 
the average propensity to consume might be nine-tenths, but the 
marginal propensity to consume might be only three-quarters at a 
certain level of income , that is to say, only three-quarters of any 
addition to incomes would be spent The marginal propensity to 
consume is a measure that can be apphed to a change in incomes 
in either direction, but it does not follow that it need be the same 
in each case 

The arithmetical relationship between income and the marginal 
propensity to consume can be shown by a simple example Sup- 
pose that m a closed economy the rate of interest is held steady 
by official action and that there is widespread unemployment, 
so that there are no obstacles to an expansion in output, and prices 
do not change The consequences of a single increase in investment 
of ;£i million, with a marginal propensity to consume of three- 
quarters, are drawn in Table 27 

Table 27 Illustration of 'Multiplier' Effect 


Increase in Increase in 

investment consumption 

(£) (£) 

1st round 1,000,000 — 

znd round — 750,000 

3rd round — 562,300 

4th round — 421,875 

5th round — 316,406 

6th round — 237,305 

7th round — 177,979 


On these simplest of assumptions there would be a diminishing 
absolute increase in income and output m the form of a geometric 
progression Ultimately, strictly speaking after an infinite period 
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of tune, the total increase in income arising from the increase m 
investment would be million. This is equal to 


^ I— Marginal propensity to consume 

The term — — ; is the ‘multiplier’ 

I— Marginal propensity to consume 

and IS obviously the reciprocal of the marginal propensity to save 
In this illustration the working of the multiplier has been shown 
at Its simplest In the real world the marginal propensity to 
consume might not remain constant, and the expansion of ag- 
gregate demand might stimulate investment further, thus tilting 
upwards the whole process of expansion On the other hand, if 
the money supply were restricted, interest rates would rise and 
eventually slow down the process As full employment was 
reached, moreover, prices would increase, so that the multiplier 
would work itself out partly in the form of a rise in prices and m 
money incomes not matched by an equivalent increase in real 
output Taxes on income and expenditure, even if rates of tax 
remained constant, would also cause ‘leakages’ in the process of 
expansion, which would also be checked by any deterioration in 
the balance of foreign trade 

Nevertheless, the multiplier is a useful concept that helps to 
explain the cumulative process of expansion or contraction In 
this example the imtial impulse was a change in home investment , 
it could equally well be a change m government expenditure not 
matched by an equal change in taxation, or an initial change m 
the balance of trade 


The 'Accelerator' Effect 

Whereas the multiplier records the total change in income and 
expenditure caused by a change in investment, the ‘accelerator’ 
refers to a principle that explains one of the processes whereby a 
change in output may react on investment The theoretical 
importance of the accelerator is that it hnks net investment not 
to absolute changes m output but to the rate of change, so that 
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investment may actually fall even though the level of economic 
activity as a whole is still rising 

We can see the operation of the accelerator most simply by as- 
suming away most of the complications of real life, taking as a 
first approximation an industry, which we can call the motor 
industry, in which the stock of capital equipment is always a 
fixed multiple of its annual output Suppose that the industry 
uses 1,000 machines, each with a life of five years, to produce 
10,000 cars a year If the lives of the 1,000 machines in use are 
spread evenly, the maintenance of this level of car output would 
mean that the industry replaces 200 machines per year. 

Suppose that in the second year the sale of motor-cars is 
increased by 20 per cent to 12,000 On the assumption of a 
fixed capital-output ratio this will necessitate a similar increase 
in the stock of equipment, the number of machines in use having 
to rise from 1,000 to 1,200 In this second year, therefore, as a 
result of a 20 per cent rise in car sales, the motor industry’s 
purchases of machines doubles. For in addition to the usual 
replacement of 200, no less than 200 machines have to be bought 
as net investment to raise the total number in use from i ,000 to 
1,200. 

In the third year, if car sales again increase, but this time only 
by 10 per cent to 13,200, the motor industry’s purchases of 
machines will actually fall to 320 This figure represents an 
increase in the stock of machines of 120 plus the 200 machines to 
be replaced, none of the new machmes yet falling due for 
replacement. 

The fact that the rise in car sales in this example necessitated 
only a temporary bulge in investment can be generalixed in the 
pnnciple that, in so far as the stock of capital equipment tends to 
be a fixed multiple of the level of output which it is used to pro- 
duce, the pace of net investment will reflect the rate of change m 
the output of the industries in which the equipment is employed 
If the rate of increase in output of an industry’s products slackens, 
its gross mvestment may actually fall as a result of a sharp 
reduction m its net investment, whereas if its output declines 
the industry’s purchases of capital goods may conceivably cease 
altogether until its stock of capital equipment is reduced by its 
failure to purchase for replacement The working of the ac- 
celerator will depend, on the simplest assumptions, on the ratio 
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>f the Stock of capital to annual output and on the length of its 
isual working life The former will deterrmne the absolute level 
if net investment appropriate to a given change in output, and 
;he latter will determine the proportion of annual gross investment 
;hat takes the form of expenditure for replacement The longer 
:he usual working life of capital equipment, the more violent will 
le the relative change m gross investment for any given percentage 
ihange in the output of goods and services which the equipment 
s used to produce 

This illustration greatly over-simplifies the operation of the 
iccelerator It ignores the effect of possible changes in relative 
prices of different factors of production, m the availability of 
iinance, and m the rate of interest It also disregards expectations, 
'or business investment will depend on whether a change in sales 
IS expected to be permanent, and some time-lag is likely to elapse 
oefore businessmen respond to changes in sales, so that unfilled 
Drders may accumulate before capacity is expanded Even so, 
investment plans will reflect the increase in sales expected by 
ousinessmen, which may exceed or fall short of that actually 
previously experienced The net investment required to meet a 
rise in output will be smaller than is implied above if equipment 
:hat is wearing out can be replaced by a superior type, and 
technological developments bearing on production techniques 
ar on the nature of the product may bring about changes in 
investment that are quite unrelated to the course of sales in the 
short run 

The assumption of a fixed capital-output ratio is also unrealistic 
□p to a certain point the output of many industries can be 
increased without a proportionate expansion in the plant used, 
because of multi-shift workmg or economies of scale, or simply by 
Dvercrowding the factory or office building In the early stage 
of a revival m trade many industries will possess sufficient excess 
capacity to deal with a rise in orders without the need for any 
net investment at all 

The empirical evidence has not produced any clear picture of 
the workmg of the accelerator as a short-term instrument of 
economic change, although its operation as a long-run force is 
easier to discern Nevertheless, the imperfections of the concept 
do not entirely deprive it of its usefulness as part of the explana- 
tion why business cycles are associated with relatively large 
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changes in the volume of investment It is to be noted that, 
although capital equipment is used ultimately for the purpose of 
producing consumer goods and services, in any one year part of 
the community’s capital equipment will be used to produce other 
forms of capital equipment ‘The’ accelerator, as an abstract 
average, does not hnk the level of mvestment to the rate of change 
of consumption alone but to the behaviour of the level of output 
of the economy as a whole The result, however, is to blur still 
more the operation of the accelerator, for different mdustries 
have different capital-output ratios, so that the force of the 
‘ average ’ accelerator will depend on the composition of economic 
change 

The Possible Interaction of 'Multiplier’ and ‘Accelerator’ Ejfects 

Together the multipher and accelerator principles are used by 
some economists as at least a partial explanation of how a change 
in the level of output is apt to become extended and how the 
cumulative processes of expansion and contraction may be 
reversed 

The operation of the multiplier and accelerator, once an upswing 
has started, prolongs the process of expansion The multipher 
causes a rise in investment to lead to a larger increase in incomes 
and output, and the accelerator causes this rise in output to induce 
businessmen to increase their investment still further, which leads 
to a further rise in mcomes and output, and so on The course of 
both boom and slump will be influenced by the strength of both 
multiplier and accelerator effects 

If both are relatively weak, a recovery from a slump may lead 
to a more or less steady and slow rise in incomes and output to a 
new level from which a downturn is not easily set off But the 
process of expansion may come to a halt even before full employ- 
ment is reached , many cyclical upswings have never reached full 
employment 

If the multiplier and accelerator effects are vigorous, the 
fluctuations of business activity will be wider If the accelerator 
IS sufficiently powerful, the pace of recovery from a slump may for 
a time speed up The working of a strong accelerator, however, 
will mean that if, for whatever reason, the rate of expansion is 
slow'ed down at some stage in the hoom, the result may be a 
decline in the level of investment A fall in investment will then 
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cause a fall in incomes and output through the operation of the 
multiplier, which m turn will act so as to cause a further decline 
m investment, and so on If the accelerator worked in both 
directions the process of contraction would continue until some- 
thing happened to slow down the rate of decline m output, where- 
upon the accelerator would initiate a revival of investment and so 
cause a fresh upswing and so on In this second type of process, 
that IS to say, a mere change in the rate of expansion or contraction 
would cause a complete reversal m the movement of the whole 
economy In both boom and slump, business expectations would 
reinforce the cyclical movement, 

TURNING-POINTS IN BUSINESS CYCLES 
What has not been considered is how the former type of weak 
cumulative process may be reversed or what may cause the mere 
slackenmg in the rate of expansion or contraction that is required 
to reverse a cycle with strong multiplier and accelerator effects 
The upward swing of a weak cycle might be halted by ‘external’ 
factors, such as government action or a fall in agricultural incomes 
due to the emergence of unsold crops Even if these disturbances 
occurred erratically it would be possible for the economy to 
develop continued and more or less regular fluctuations Secondly, 
the reversal of the upswing might come through more endogenous 
factors In the past many booms, particularly during the operation 
of the gold standard, have been accompanied by credit stringency, 
and in these conditions a weak banking system might develop 
strains sufEcient to cause a collapse of the boom Alternatively, 
a rise in investment might come to an end because of its special 
character the cluster of innovations which may have sent the 
economy upwards nught lose its expansiomst force, or the replace- 
ment of capital equipment deferred during the previous slump 
might tail off, merely because arrears of replacement demand 
had been overtaken Miscalculations by unduly optnmstic 
businessmen also play their part 
The downswing of a ‘weak’ cycle might be reversed for similar 
reasons, government policy might be applied to maintain ag- 
gregate demand, for example, or the exploitation of important 
innovations might revive investment 

The ‘strong accelerator’ cycle, reversmg itself because of a mere 
change in the rate of expansion or contraction, may be sent 
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spuming in the opposite direction by similar factors Of greater 
analytical interest, however, is the possibility that the reversal may 
be inherent in the process of expansion or contraction itself 
First, the very fact that a boom may have brought the economy 
to full employment will mean that physical limitations on supply 
must eventually slow down the rate of increase in the volume of 
output and thus dimmish both the need and the possibility of an 
increase in net investment Secondly, the burst of innovations 
that may have helped to send the economy moving strongly 
upwards is unlikely to provide a demand for capital goods at a 
constant rate of increase, sooner or later the need foi additional 
factories and equipment to exploit innovations will slacken 
Thirdly, unless the quantity of money continues to be increased 
sufficiently, business will eventually become less hquid and interest 
rates will rise Fourthly, the rate of increase in consumption may 
fall off as a result of a decline m the marginal propensity to con- 
sume, so that the multiplier effect weakens This may occur 
because during the boom consumers rebuild their stock of clothing 
and durables, making replacements that were deferred during the 
previous slump Replacement demand may fall away or ‘new’ 
purchases increase at a slower rate as the stock of such goods 
possessed by consumers increases The rate of increase in these 
purchases may decline considerably if consumers have greatly 
added to their net hire-purchase indebtedness in the process, so 
that a further extension of indebtedness eventually becomes less 
acceptable Fifthly, the marginal propensity to consume may 
decrease merely because of the growth in real incomes or because 
of a redistribution of incomes during the boom, in which prices 
rise and the share of profits in the national income may be 
increased Sixthly, the increase in consumption itiay tail off 
because the real value of the liquid assets held by consumers falls 
m relation to real incomes owing to the rise in prices 
The ensuing slump will be sharp if investment falls away 
suddenly, especially if it is accompanied by a financial crisis 
But eventually the rate of decline will slacken as a result of 
endogenous factors, even if no measures to counter the slump are 
taken by the government There is always some so-called ‘ autono- 
mous ’ investment that is not dependent on immediate commercial 
considerations, such as investment by the public authonties and 
nationalized industries, and this alone will provide a ‘floor’ to the 
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economy Government current expenditure on goods and services 
provides a second element of stability. Although replacement 
demand for capital goods may be deferred m the early stages of the 
slump, there will be some replacement that must be undertaken 
by even the more pessimistic concerns if the current level of output 
is to be maintamed, for some forms of equipment are relatively 
shortlived, while others will be very old and ready for the scrap- 
heap , many busmesses will find themselves to be more liqmd as a 
result of the recession. Fourthly, innovations born at an earlier 
period may be brought into operation by the bolder species of 
busmessr an, attracted by low rates of interest, easy access to 
finance, the availability of labour, and, perhaps, by cheap raw 
materials and equipment Fifthly, the marginal propensity to 
consume may eventually rise durmg a slump, owing to the fall in 
total real mcome, its redistribution, the receipt of social security 
benefits, or to the rise m the real value of personal liquid assets 
m relation to current expenditure. Finally, there is some limit 
to the extent that business inventories can be reduced in relation 
to any current level of output. 

Whereas the slowing down of the rate of contraction durmg a 
slump is not difficult to explam, we cannot, however, invoke the 
operation of the accelerator in order to illustrate how the slackening 
in the rate of dechne gives way to revival. For at this stage many 
industries will be suffering from excess capacity, and a substantial 
increase in demand can be met from existing equipment alone, 
so that net investment does not quickly recover through the 
working of the accelerator As an explanation of how a slackemng 
in the rate of contraction is followed by revival the accelerator is a 
useful concept only m the case of inventories , busmessmen may 
cease to reduce the level of their stocks by the same amount as in 
the previous period once the decline m their sales slows down. 
Tbs aspect of business cycles is elaborated in the next section. 

To explain the revival, therefore, we have to fall back on a 
theoretically untidy collection of possibihties The underlying 
trend of econoimc growth, workmg through techmcal innovation 
and perhaps an mcrease m population, will eventually assert itself, 
low mterest rates may stimulate construction, share prices may 
start to recover once the decline m output is seen to be slowing 
down, and an improvement here may gradually lead to a return 
of confidence among businessmen themselves With interest rates 
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and perhaps material prices below their ‘normal’ level, with 
many businesses in a comfortably liquid position, the revival in 
confidence will stimulate still further the replacement of equip- 
ment deferred m the slump Once the revival begins, the operation 
of the multiplier will strengthen the recovery, and as commodity 
prices move up, businessmen will begin to add to their inventories 
Statistical analysis does not make it possible to put forward 
any single explanation of the cycle Some economists of the 
‘under-consumptionist’ school once placed great stress in their 
explanation of why a boom eventually goes into reverse on the 
possibihty of a fall m the marginal propensity to consume due 
to the redistribution of incomes, but now many economists tend 
to concentrate on the volatihty of capital investment, which they 
explain by other reasons, such as the full employment ‘ceding’ 
to output, the satisfaction of deferred replacement demand for 
capital equipment, or the working of individual industrial ‘ac- 
celerators ’ each with its own historical settmg. Some economists 
beheve that the business cycle is inherent in the process of 
economic growth, in that innovations are made continuously but 
applied m clusters The psychological resistance towards taking 
what may be a leap in the economic dark holds up the application 
of new inventions and productive techmques until at last some 
‘pioneer’ businessman, a Henry Ford, for example, takes the lead, 
helping to strengthen investment demand, which, together with 
his own success, creates a more favourable economic climate in 
which other innovations can be applied by the less bold. It is 
during the boom that technical change is put into operation on all 
sides 


OTHER TYPES OF ECONOMIC FLUCTUATION 
Inventory Cycles 

Inventory cycles are fluctuations in output due to changes in 
investment in stocks of materials, work in progress, or finished 
products Their effects may be confined to a single group of 
industries or may spread to many points of the economy; they 
may be the chief cause of a short cyclical fluctuation in the 
economy as a whole, usually lasting two or three years 
Inventory cycles may be caused by a form of accelerator If 
businessmen aim at maintaining a constant ratio of stocks to sales 
the size of the change in the level of stocks, that is of inventory 
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investment, will vary with the rate of change in sales If an 
upward movement in sales slows down, therefore, inventory 
investment in the industry concerned will fall , the absolute level 
of stocks will continue to rise, but by a smaller amount If sales 
fall, the level of stocks, on the simple assumption of a constant 
ratio to sales, will be allowed to decline, inventory investment will 
be negative If a period of inventory investment of, say, 100 is 
followed by one of —100, a reduction in expenditure of 200 is 
involved, other things remaining equal If the rate of dechne m 
sales decreases, the fall in the level of stocks becomes smaller, 
on these simple assumptions, and this involves an increase in 
inventory investment For if a period of inventory investment of 
—100 is followed by one of —50, the result is an mcrease m 


Table 28. Illustration of Inventory Cycle 


Period 


3 


Sales 

1,000 

1,200 

1,440 

1,440 

1,440 


Level Ratio of Change m inventory 

of stocks Inventory investment from 

stocks sales investment previous period Production 


500 50 Nil 

300 25 -200 

720 so +420 

720 50 Nil 

720 50 Nil 


+ 620 
—420 


1,000 

1,000 

1,860 

1,440 

1,440 


business expenditure of 50 , a smaller part of total demand is met 
by drawing on stocks 

In practice a constant ratio of stocks to sales is rarely mamtamed, 
but the consequence may be to intensify the fluctuation in output 
If sales of, say, cotton textiles suddenly increase, the level of 
stocks of cotton and cotton products held by the industry will be 
depleted in order to meet the new demand If the rise in sales 
continues, a disproportionately large mcrease in investment in 
stocks of raw materials and work in progress will then be needed 
to enable the mcrease m output to take place If the rate of mcrease 
in sales finally slackens, a fall m inventory investment, usually 
first m raw materials and then m work m progress and finally in 
fimshed products, will occur. The fact that the inventory-sales 
ratio may not have been rebuilt to beyond its ‘normal’ figure will 
not prevent the fall m inventory investment. A simple illustration 
is given in Table 28 

In period 3, production, including that for stock, exceeds sales 



FLUCTUATIONS IN ECONOMIC ACTIVITY 529 

by 420, the amount by which the le^ el of stocks has to be increased 
to restore a ‘normal’ ratio of stocks to sales of 50, the swing in 
inventory investment is 620 In period 4, in which sales are 
maintained, production falls off by 420, representing a fall in 
inventory investment by this amount due to the restoration of a 
‘normal’ inventory-sales ratio In period 5 the fall in inventory 
investment ceases, and production stabilizes. 

Inventory cycles are most important m those industries, like 
cotton and wool textiles and non-ferrous metal fabricating, in 
which the normal ratio of stocks to sales is relatively high and in 
which the raw materials that are used are subject to wide swings 
in prices, so that the amplitude of the stock movement may be 
aggravated by the expectation of price changes The latter may 
even be inherent in the inventory cycle itself, a restocking move- 
ment during a world textile boom may raise the price of, say, 
cotton to an abnormally high level The beginning of a downward 
swing in inventory investment may cause the first break m the 
cotton market and may be seriously aggravated by the expectation 
of a further dechne 

The combination of swings m inventory investment over a 
number of industries may cause a minor fluctuation in total 
output, aggravated by the working of the multipher, so that an 
inventory cycle in one group of industries may set up similar 
forces in others 

Replacement Cycles 

Once sales of durable goods experience a temporary bulge, 
cycles of demand are likely to perpetuate themselves owing to the 
timing of replacement, if there is no overwhelming long-term 
trend of demand Replacement cycles occur in the field of both 
durable consumer goods and capital equipment, but the regularity 
of their movement is often distorted by the fact that replacement 
is likely to be deferred during the earher stages of a fall m general 
activity and incomes and, at least as far as consumer goods are 
concerned, accelerated when times are growing more prosperous 
or when new models seem especially attractive 

‘ IndivistbtltUes' 

The ‘ lumpmess ’ of many forms of capital investment may cause 
minor fluctuations in sections of the economy When a single-track 
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railway is laid down, for example, a steady expansion of traffic 
can for some tune be met merely by gradually increasmg the 
volume of rolling stock in use Eventually, however, a continua- 
tion of the same rate of growth m traffic will become impossible 
unless another track is laid, causing an upsurge in the demand for 
steel and buildmg materials The increasing magmtude in which 
single economic decisions are made, owing to the development of 
large concerns and trade unions, nationalization and the role of 
the State, and even the relatively large size of certain forms of 
modern equipment, such as a giant ocean Imer or a power station, 
may also tend to make these disturbances more powerful than in 
the past 

Time-lags 

Time-lags may accentuate economic fluctuations A lag may 
occur between an increase in sales and the decision to increase 
productive capacity, and between the decision to expand and the 
point of time at which the increase m output emerges Taken 
together, these two lags may result in a considerable delay before 
production is increased in response to the rise in demand which 
It IS intended to meet If m the meantime demand has fallen off 
again or has not risen at a sufficient rate, considerable excess 
capacity may have been installed. As a result, investment will 
then fall sharply, perhaps causing productive capacity to be too 
low w’hen demand recovers, so that a fresh ‘lagged’ cyclical 
movement begins Time-lags are likely to cause wide fluctuations 
in mdustries like agriculture and naming, consisting of a large 
number of producers each of which expands his output in response 
to an increase in demand without taking fully into account the 
likelihood that his competitors will react in the same way If 
demand is relatively inelastic, the expansion of supply which 
eventually occurs will cause a sharp fall in prices in a competitive 
industry, perhaps inducing producers to contract their output too 
sharply, in turn eventually causing prices to rise, and so on 
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CHAPTER 38 


INTERNATIONAL TRADE AND 
SPECIALIZATION 

INTERNATIONAL AND INTRA-NATIONAL TRADE 
The basic principles of economics transcend national boundaries 
Nevertheless, international trade differs from domestic trade m 
certain respects Government regulations impose a considerable 
degree of restriction on the international movement of labour in 
addition to the natural barriers of language and distance and may 
impede the free flow of financial capital and goods from one 
country to another International trade is much more subject to 
the actions of governments in support of what they conceive to 
be the interests of their own citizens, even if they damage those 
of other countries in the process 
It IS true that the self-interest of South Wales may conflict 
with that of Lincolnshire, and that the central government, in 
deciding, for example, that a steel-mill is to be sited in one 
county rather than another, may modify the working of market 
forces as does government policy in the international field 
However, the degree of self-interested political action in inter- 
national trade is so much greater as to be almost different in kind 
from the local economic rivalries of domestic trade, especially as 
labour and capital cannot easily cross national barriers to share in 
the fruits of self-interested national action and thus dimmish them 
Finally, the settlement of debts accruing from international 
trade involves the relationship between national currencies with 
varying degrees of acceptability outside their own national 
boundaries, in other words, it raises the question of rates of 
exchange and the problem of how the net balance of payments 
betu een one country and another is to be financed 

GAINS FROM INTERNATIONAL TRADE 
The short-sighted observer may deplore Britain’s dependence 
on imports for the bulk of her food and raw materials and a not 
inconsiderable part of her manufactures, which have to be paid 
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for by exports in a highly competitive and none too reasonable 
world It IS undisputable that if we had no imports we should 
have no foreign bills to meet and could cultivate our island garden 
free from the problems of mternational trade But trade brings 
benefits as well as problems to all countries that participate, 
in economics, blessed is he who buys as well as he who sells The 
gains from international trade he in vanety, economies of scale, 
and in specialization 

There are some goods and services that this country is physically 
incapable of producing We possess no accessible reserves of oil 
or copper and could hardly grow tropical products. International 
trade greatly mcreases the variety of goods and services that any 
country can enjoy and enables it to share in the natural resources, 
the special skills, and the knowledge possessed by the rest of the 
world 

International trade provides economies of scale by enlarging 
the size of the market open to those industries where average costs 
are lower if productive units are large or where ‘external’ econo- 
mies can be obtained if an industry exceeds a certain size There 
are many industries in Britain that would be considerably smaller 
without their export markets 

Thirdly, international trade enables the benefits of specializa- 
tion to be obtained by both importing and exporting countries 
Our inheritance of natural resources, our supply of labour and 
capital, and our skills are not those of other countries We are 
short of land in relation to our population compared with a 
country like Canada, but richer in capital and m skill than most 
The production of some goods, such as wheat, requires relatively 
more land than labour, compared with that of motor-cars, which 
needs relatively more capital and skill International trade 
mcreases productivity and real incomes by allowing countries to 
specialize m the production of those goods and services in which 
their relative advantage is greatest, we are thus importers of 
wheat and exporters of motor-cars 

COMPARATIVE ADVANTAGES 

International trade would still be profitable to those participating 
in It even if one country had an absolute advantage in the produc- 
tion of everything, as long as its advantage in the production of 
one good was relatively greater than in the production of another 
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The gams of specialization are derived from comparative and not 
absolute advantages 

For a simple illustration imagine two countnes m which only 
labour is scarce Suppose that the average productivity of labour 
in the production of wheat and rice is that shown in Table 29 

Table 29 Productivity of Labour in Rice- and Wheat-growing 
Country A Country B 

Bushels of wheat per day 8 2 

Bushels of rice per day 2 i 

Country A has an absolute labour-productivity advantage in 
both wheat and nee, but because its efficiency in wheat is four 
times that of B and its productivity in rice only twice as great, 
specialization would raise the total output of both countries If 
country A shifted one day’s labour from rice to wheat this would 
reduce its production of rice by two bushels and enlarge that of 
wheat by eight To make up for this loss of rice, country B would 
have to shift two man-days of wheat to the production of rice, 
thus losing only four bushels of wheat The net result would be 
that, whereas their combined output of rice is unchanged, their 
production of wheat would be up by four bushels because of this 
specialization 

The wheat of country A could be exchanged for the rice of B, 
the extent of the exchange depending partly on any shift in relative 
costs that might occur as one country gave up wheat for rice- 
growing, or vice versa As country A shifted more of its resources 
into wheat-growing it would sooner or later find that its efforts 
yielded diminishing returns, and the same would be true of the 
diversion of resources to rice in country B The process might 
therefore cease before either country was completely specialized in 
one or the other, for comparative advantages at the margin of 
output might disappear before this stage was reached Thus 
country A might produce part of its nee requirements itself, 
importing the rest of its supplies The balance between wheat and 
rice production would also depend on the relative preference for 
additional wheat or rice at each level of consumption If by 
shifting one man-day from nee to wheat, country A could produce 
eight bushels of wheat at the expense of two bushels of rice, it 
would only be rational to do so if its inhabitants gained in 
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enjoyment, and this would depend on their preference for 
additional wheat or rice and the terms on which they could trade 
wheat for rice with B As more and more wheat was produced in 
relation to rice, the additional satisfaction yielded by the marginal 
bushel of wheat would fall and so would the price of wheat in 
terms of rice in conditions of free competition. 

FREE TRADE AND SPECIALIZATION 

Free trade, that is trade unhampered by exchange control, by 
import or export duties or quotas, would tend to spread these 
advantages of specialization over the trading world as a whole 
In each country the mechamsm of a free market would cause those 
factors of production that were relatively scarce to be dear in 
relation to those that were relatively plentiful Where land was 
the relatively scarce factor rents would be high compared with 
wage-rates and interest-rates , where labour was scarce in relation 
to land, wage-rates would be high in relation to rents , and where 
capital was scarce compared with labour, interest-rates would be 
high in relation to wages The same principle would apply to 
different kinds of labour and natural resources 

The free working of market forces would enable each country 
to concentrate on the production of those goods and services in 
which Its relative advantages were greatest, because in these its 
money costs per unit of output would be relatively low A country 
would import those goods and services which used more of the 
resources with which it was less richly endowed, because in these 
Its money costs per unit of output would be relatively high, and 
It would be able to import them more cheaply from other countries 
Thus countries with a relative advantage in ‘land’ would concen- 
trate on wheat, those where ‘labour’ was relatively plentiful would 
specialize in rice, and those better supplied with capital would 
concentrate on motor-cars 

Each country as a whole would gam by being able to import 
more cheaply and to produce more abundantly, the distribution 
of these gains depending on relative productivities and the terms 
on which one good could be traded for another The relationship 
between the prices of a country’s imports and those of its exports 
IS known as its terms of trade, and, other things being equal, the 
lower are its import prices in relation to the prices of the goods it 
exports, the more a comitry gams from the exchange. But ‘ other 
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things’ do not remain equal, for trade would benefit country A 
even if its shift from rice to wheat caused a fall m the price of its 
wheat exports in terms of its rice imports, as long as its enhanced 
productivity made up for this 

Free trade would tend to reproduce the general benefits to be 
gained from the principle of comparative advantages or costs in 
real terms, but the extent to which it did so would depend on 
whether the pattern of money costs reflected the relative scarcity 
of different factors of production If, by one means or another, 
money wages are kept at too high a level m one industry in relation 
to those in another, the principle of comparative real advantages 
cannot be fully applied, for at a given rate of exchange the cost 
per unit of output will be too high in the one and too low in the 
other for the full advantages of specialization to be derived by 
the country as a whole 

Although international trade is affected by government inter- 
ference, in the form of import duties, quotas, subsidies, and price 
support policies, by monopolistic business practices, and by more 
or less unavoidable structural rigidities, the changing force of 
relative advantages in determining the pattern of trade is still 
discernible The relative advantages once possessed by this 
country in the production of comparatively simple manufactured 
goods, such as cotton textiles and the cruder forms of engineering 
products, have been lost as other countries have also acquired the 
skills and capital equipment that we were first to accumulate by 
our early start in industrial development In these industries, 
which use a fairly high proportion of labour to capital, our relative 
advantage has also been narrowed because of the increase in 
wage-rates that has come about as a result of the more rapid 
development of other industries in this country with which cotton 
textiles etc have to compete for labour In the case of coal, w hich 
was once our staple export, our relative advantage has been steadily 
eroded as the more accessible seams of our coalfields have been 
worked out Today our relative advantages he with those goods, 
like electrical machinery, which have a fairly high capital content, 
but not so high as to put us at a disadvantage vis-k-vis the USA, 
where capital is relatively plentiful, and in those goods and services 
in the production of which we possess special knowledge and skills, 
such as in the manufacture of aircraft engines, ships, and bicycles, 
and in the provision of shipping, banking, and insurance services 
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TRADE AND SPECIAL INTERESTS 
That ti ade provides benefits to all countries does not necessarily 
mean that free trade brings to all the best of all possible worlds 
Whereas all countries would suffer if they cut themselves off from 
trade altogether, most economists recognize that something less 
than completely free trade may be in the interest of individual 
countries in certain circumstances But it is important to examine 
closely any claim that the restriction of trade would be ‘m the 
national interest’, for the subject of international trade abounds 
in fallacies and half-truths expounded on behalf of special interests 
disguised in national costu m e Some are manifestly contradictory 
American industry may complain that British manufacturers 
compete on ‘unfair’ terms because British wage-rates are lower, 
here m Britain we may complain that we cannot compete with 
high-wage American industries because they are more richly 
endowed with capital equipment 
High money wage-rates do not mean high costs per umt of 
output if productivity is high The abundance of her natural 
resources has given the USA the ability to equip her industries 
richly with capital equipment, and the high wage-rates that 
result from this natural wealth have provided the incentive to 
use more capital in order to economize in labour Britain is 
generally in the same position vis-^-vis Japan Trade benefits 
all three countries as a whole if each concentrates on the produc- 
tion of those goods in which the ratio of its productivity to that 
of the others exceeds the ratio of its money wages to those of the 
others If Britain were to restrict the importation of Japanese 
goods for example, we should be acting against the interests of 
our consumers, depressing our own total national output by 
preventing the transfer of resources from cotton textiles to those 
industries m which we do have a relative advantage and making 
even poorer a people already much poorer than ourselves We 
should also be injuring the interests of our exporters, who would 
find Japan less able to buy their products 

This argument holds even though Japanese cotton mills might 
be as well equipped with machinery as Lancashire and have the 
benefit of low wage-rates besides. As long as wage-rates in the 
Japanese textile industry were not artificially depressed in relation 
to those in other Japanese industries we should have no complaint 
to make about ‘unfair’ competition, for it is the object of specializa- 
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tion to divert relatively scarce resources — capital and land in 
Japan’s case — to where they can be of greatest value in conjunc- 
tion with the factor that is relatively plentiful 

Whereas free trade benefits each country as a whole, there is no 
doubt that, within each, certain groups may lose by trade If free 
trade were to cause the cotton-textile industry to contract and, 
say, chemical production to expand in this country, the shift might 
result m some reduction m money wage-rates For the chemical 
mdustry uses less labour per unit of output than does the cotton- 
textile industry, so that the increase in the demand for labour in 
the chemical industry might not match that released by a con- 
tracting cotton-textde industry if wage-rates remain unchanged. 
To employ all those redundant m cotton textiles, wage-rates in 
both industries would have to fall As a general rule, that is, the 
earnings of any factor of production employed m greater proportion 
to others by the contracting industry than by the trade that is 
expanding will be reduced by the change The extent of this loss 
will depend on how elastic is the supply of the factor at a dis- 
advantage and how elastic is the demand for it in the expanding 
industry If the cotton-textile trade mainly employed women and 
the chemical industry could employ only men, or labour generally 
in a fixed ratio to capital equipment, the loss suffered by those 
redundant in cotton textiles would be relatively severe 

PROTECTION AND FREE TRADE IN THE 
UNITED KINGDOM 

During the seventeenth and eighteenth centuries the influence 
of what was known as the Mercantilist philosophy encouraged the 
State to regulate our foreign trade The main aims of the Mer- 
cantilists were to achieve an excess of exports over imports, a 
so-called ‘favourable’ balance of trade, in ordei to find markets 
for what was regarded as ‘surplus’ domestic production and in 
order to increase our stock of gold and silver, to favour the 
production and exportation of manufactures rather than raw 
materials , to restrict and even prohibit the exportation of those 
goods, like coal, wool and machinery, that were held to strengthen 
the competitive position of other countries, to prohibit for 
sinular reasons the emigration of skilled workers , and by means 
of the Navigation Acts to force British importers to use British 
ships in order to build up our sea-power in case of war 
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In the nineteenth century the Mercantilist philosophy was 
destroyed and that of free trade enthroned in its place The trans- 
formation was brought about by the combination of the intellectual 
attack of Adam Smith and other classical economists and the 
growing influence of the manufacturing classes. The latter had 
much to gain from the importation of cheap food and materials, 
which enlarged their domestic market by raising the standard of 
living of the mass of the people and, by lowering food prices, 
helped to keep down wage-rates , free trade was seen to expand 
the market for British exports in those countries from which our 
imports were obtained The opposition of farmers and landowners 
was finally overcome when the Corn Laws, the duties imposed on 
the importation of corn during the agricultural slump that 
followed the Napoleonic Wars, were repealed by Peel’s Mimstry 
m 1846 Duties on other goods had been reduced by Huskisson 
as early as 1824, and Gladstone completed the process by 1861 
For the next seventy years, until 1931, there were practically no 
restrictions on imports into Britain, save duties imposed on 
tobacco and tea, in order to raise tax revenue, and a small number 
of duties on ‘key industries’ kept for strategic reasons from the 
legislation of the 1914-18 war and consolidated under the Safe- 
guarding of Industries Act, 1921 
On the Continent and in the USA, on the other hand, the 
movement towards the protection of domestic industry gathered 
force under the impact of increasing international competition 
after the i88o’s. The American tariff of 1890 hastened the 
return to protection, and the great depression completed the 
process m the early nineteen-thirties. This country swung into 
line with the Import Duties Act of 1932, which imposed protec- 
tive duties on many manufactured goods, generally of lO per cent 
ad valorem on those imported from outside the Commonwealth, 
but since ranging up to 30 per cent on motor-cars and 33^ per 
cent on certain iron and steel products and chemicals All over 
the world the desire to reduce unemployment and to protect 
exchange reserves was the cause of a proliferation of import duties, 
quotas, and restrictions on financial transactions 

FREE TRADE VERSUS PROTECTION 
The strains of the intei-war period can be regarded as abnormal, 
and with the return of the world to more stable and prosperous 
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economic conditions progress has been made towards removing 
some of these restrictions The imposition of import duties as a 
means of curing general unemployment does not have much to 
commend it when other means are available, for if it succeeds it 
does so partly at the expense of other countries whose exports are 
reduced and, by inteifermg with the balance of relative advantages, 
prevents the most economic allocation of resources Import duties 
are not likely to succeed in reducing general unemployment if 
they lead to retahation by other countries, m which case the 
consequence is a general reduction in the level of world trade 

Protection may be claimed to have other advantages, which can 
be divided into those aimed at benefiting particular groups and 
those claimed to be in the interest of the country as a whole 
Selfishness apart, protection against imports may be claimed for 
groups that aie regarded as being in a particularly depressed 
position within the community The import tanffs imposed on 
manufactured goods by the USA towards the end of the last 
century and by Australia in this, for example, are thought by 
some economists to have increased the share of labour as against 
landlords in the national income, for labour forms a greater 
proportion of the value of manufactured goods than of agricultural 
products, whose production was in effect hampered by the 
protection of industry Whether the share of any one group in the 
national income should be deliberately increased is a political 
question , but it should not be overlooked that the absolute gam 
by the one may be less than the loss suffered by the others, for 
protection may prevent a country from getting the maximum 
output from its resources 

A second argument for protection as a ‘special’ case is that a 
change m economic conditions, such as a series of technical 
developments, may cause a protracted slump m an industry from 
which resources cannot easily be transferred Protection may be 
resorted to in order to ease the process of adjustment As land is 
a relatively ‘immobile’ factor of production and agricultural 
workers may be deficient in manufacturing skills, agricultural 
interests have always been inclined to favour protection 

Thirdly, protection may be claimed for an ‘infant’ industry, 
on the grounds that a country’s natural resources would favour 
Its development it it were allowed time in which to build up its 
skills and to reap the external economies obtainable from large-scale 
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operations This argument is common m countries where the 
popular view is that ‘industry’ is the hallmark of an ‘advanced’ 
economy and agriculture or mimng the stigma of backwardness, 
irrespective of whether the pattern of relative advantages is such 
that the standard of living would be higher if agricultural resources 
were more fully exploited 

In practice it cannot be said that the force and frequency with 
which these ‘special’ cases have been presented have been free 
from special pleading, and it would not be easy to justify the 
pattern of British duties on these grounds. Infant industries 
often take a surprisingly long time to grow up, and import duties 
are politically harder to remove than to impose As import duties 
benefit one group by raising prices to another, an alternative 
form of redistributing the national mcome would be by taxation 
and subsidy, a method that makes use of the working of the price 
mechanism for social purposes and that would have the merit of 
honesty, for it would make it clear just which groups were bemg 
favoured or penalized and by how much As for assisting a 
specialized industry in a depressed state, the use of piotection 
alone may retard the transfer of resources , subsidies accompanied 
by positive measures to encourage mobihty are economically 
superior The protection of a declining industry is only too hkely 
to be the fence behind which monopolistic practices can be 
mtroduced, and to those who value competition as a spur to higher 
productivity, protection appears as an obstacle to economic 
growth in general 

The second class of arguments in favour of protection concerns 
the ‘national mterest’ The needs of military security may 
justify assistance to the watch industry, as in the United Kingdom, 
or to the synthetic-rubber industry, as in the USA, but here, 
too, subsidies are economically a less harmful form of assistance 
than import duties, which throw the cost of assistance mainly on 
the consumers of the product concerned, or on foreign producers, 
and not on the commumty as a whole Claims for assistance on 
military grounds are only too easily made but rarely reassessed 
when military requirements change 

The imposition of import duties may appear to be m the 
national mterest to a country that believes that it can thereby 
improve its terms of trade An import duty acts as an outlay tax , 
if demand is elastic or supply melastic, it may force the exporting 
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country to lower its prices if the country imposing the turiff takes 
a sufficiently high proportion of its output If the import duty 
does succeed in improving the protectionist country’s terms of 
trade it does so at the expense of those countries whose terms of 
trade are impaired, but whether the gam to the one is greater or 
less than the loss suffered by the others usually cannot be assessed, 
and the imposition of import duties may be followed by retaliation 
on the part of other countries Retaliation may help to restore a 
loss of real national income caused by the action of other countries, 
but if the defensive process leads to a general increase in tariffs to 
high levels all countries are likely to suffer through a contraction 
in world trade 

Import duties may be imposed merely to raise tax revenue from 
‘foreigners’ But whether the effective incidence of the tax falls 
on overseas producers will depend on the conditions of supply 
and demand, and if the commodity concerned is produced in the 
taxing country as well it is difficult to distinguish it from an 
ordinary protective tariff 

The considerations discussed above also apply for the most 
part to the restriction of imports by quota, but there are also some 
important differences between quotas and tariffs Whereas quotas 
raise pnces to domestic consumers, as do import duties, they 
provide a windfall gain to domestic sellers and not to the State 
Secondly, if the consuming country’s demand is sufficiently in« 
elastic and the supply of exports sufficiently elastic, the exporting 
country may be able to sell the smaller volume at a much higher 
price and so will maintain the value of its exports, but at the 
expense of the consumer m the importing country On the other 
hand, tariffs can be surmounted by an improvement in efficiency , 
quotas can not Quotas also hamper the adjustment of inter- 
national payments by means of changes in exchange rates, which 
would otherwise alter the volume of imports or exports by 
changing the relationship between domestic and foreign costs 



CHAPTER 39 

INTERNATIONAL PAYMENTS 

INTERNATIONAL BANKING TRANSACTIONS 
An international banking network provides the means whereby 
payments between the residents of one countiy and those of 
another are settled A Liverpool merchant wishing to make a 
payment in dollars to an American exporter m New York, if he 
has the permission of the British exchange control authorities, 
can draw a cheque or draft on his account with a Liverpool bank 
in favour of the American’s account with a New York bank In 
the simplest case, where the Liverpool bank has an account with 
a bank in New York it can merely draw a cheque on its balance 
there in favour of the American exporter concerned If the 
American exporter had an account with the branch of an American 
bank in Britain, the Liverpool merchant’s cheque could have been 
drawn in favour of the American’s account in this country 

Apart from the relatively insignificant use of bank-notes by 
tourists, ‘foreign currency’ therefore consists of a balance with a 
bank overseas Transactions between British residents and 
foreigners lead to changes m the balances of British residents and 
British banks held with banks overseas and to changes in foreign- 
owned bank balances in the Umted Kingdom Central banks are 
a highly important part of this system , they hold gold and deposits 
with other central banks and may intervene m the market for 
foreign currencies The willingness of central banks to hold 
foreign currencies helps to determine which currencies are 
acceptable in foreign transactions. 

The importance of the Umted Kingdom and the Umted States 
in world trade and their historical development as foreign lenders 
have led to the predommance of London and New York as centres 
of international monetary areas Banks in many countries hold 
balances in New York or in London , payments between Cuba and 
Mexico, for example, may be settled by a transfer of a bank 
deposit in New York, and those between traders m Amsterdam 
and Pans by one m London London and New York thus hnk 
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those many countries in which the dollar or the pound sterling 
are acceptable currencies m international transactions ; subsidiary 
financial systems include France and her overseas territories and 
the U S.S R and Eastern Europe, 

THE BALANCE OF PAYMENTS 

A country’s international transactions over any period can be 
divided into current and capital account transactions Its current 
receipts form part of its national income , its current expenditure 
augments the income of other countries A country’s capital 
account records its transactions in its overseas assets and in its 
liabilities to non-residents 


Current Account Items 

Included in its current account are receipts from exports of 
goods and services, property income from abroad, and those gifts 
whose contmmng nature justifies treating them as ‘income’ Its 
current outlays consist of payments for goods and services im- 
ported, property income paid abroad, and ‘continuing’ gifts made 
abroad. 

Exports and imports of goods and services make up a country’s 
balance of trade If the value of its exports of goods and services 
exceeds that of its imports of goods and services, a country is said 
to have a surplus in its balance of trade, or a ‘favourable’ balance 
of trade If the balance is in the opposite direction, it has an 
‘unfavourable’ or ‘adverse’ balance of trade 

Current account items can be subdivided into ‘visible’ and 
‘invisible’ items A country’s balance of visible trade is the 
difference between the fob value of its exports and imports of 
goods, which are its visible exports and imports Invisible items 
consist of services, such as shipping, insurance and banking, 
property income, and current gifts 


The Balance between Current and Capital Account 

The balance of a country’s current receipts and outlays, its 
surplus or deficit on current account, must be equal and ‘opposite’ 
to Its balance on capital account, if it neither receives nor makes 
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net gifts of a capital nature Apart from capital grants, the United 
Kingdom’s capital account includes the following items* 

Assets Liabilutes 

Gold Non-resident holdings of sterbng currency 

Overseas currenaes Non-resident holdings of U K securities 

Overseas securities Other U K indebtedness to non-residents 

Other overseas claims 

If the Umted Kmgdom has a current surplus and there is no 
net balance of capital grants, this must have as its counterpart an 
addition to its international assets or a reduction in its liabihties 
to non-residents, for the difference between current payments and 
receipts must have been financed m one way or the other. A 
current surplus must be matched by the acquisition of gold, 
overseas currency, overseas securities or other assets, or by the 
reduction of non-resident holdmgs of bank deposits in the U K , 
or by a dechne in non-resident holdings of U K secunties or other 
claims on this country. In practice most items in the country’s 
capital account are likely to be affected ; it is their net balance that 
must match the balance on current account. 

If a country makes or receives net capital grants, on the other 
hand, this identity will be upset Grants received may be used, 
for example, to acqmre gold or foreign currencies, which would not 
be matched by an equivalent surplus on current account, or to 
finance a deficit on current account, which would then not be 
reflected m an equivalent reduction in overseas assets or m an 
mcrease m overseas liabilities. 

DEFINITIONS OF THE BALANCE OF PAYMENTS 
The term ‘balance of payments’ is usually employed to refer 
to the state of a country’s international transactions on current 
account. 

In recent years, however, an alternative and, for some purposes, 
more illuminating connotation has been attached to the term, 
deriving its importance from the fact that a country has to keep a 
reserve of hquid international assets m order to settle its debts 
as they fall due. This reserve will consist largely of gold and 
foreign currencies acceptable to other countries with which it 
trades, and short-term securities held abroad and payable in a 
desirable currency The reserve of the Umted Kingdom thus 
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consists mainly of gold, United States dollars and short-term 
securities, whereas that of Australia is held partly m gold and 
dollars but mainly m sterling bank deposits and securities, 
especially Treasury bills 

The term ‘balance of payments’ can therefore be used to refer 
to the change in the value of a country’s gold and foreign exchange 
reserves A further refinement would be to take account of any 
change in short-term indebtedness. For the latter may have to be 
repaid at short notice and therefore constitutes a potentially 
immediate claim on its foreign exchange reserves This leaves as 
an alternative definition of a country’s balance of payments the 
balance of its transactions on current account and those on long- 
term capital account, that is to say the difference between current 
and long-term capital receipts on the one hand and current and 
long-term capital payments on the other In this sense a balance- 
of-payments surplus, which would exist, for example, if the 
surplus on current account exceeded any net outflow of long-term 
capital, would be used to acquire gold and foreign exchange 
reserves (mcluding short-term securities) or to repay short-term 
mdebtedness to non-residents 

In one sense a change m a country’s gold and foreign exchange 
reserves is a mere residual in its mternational transactions, but 
while It should not be regarded in isolation from changes in its 
short-term mdebtedness, the importance of mamtammg an 
adequate liquid reserve often causes attention to be directed at 
the change m its gold and foreign exchange reserves alone. A 
country may be said to be in balance-of-payments ‘difficulties’ 
when Its reserves are falling to what is regarded as a low level 
(although in fact the situation may be more favourable than this 
if the fall in reserves has been accompanied by a larger fall in 
short-term liabilities). The cause of such ‘difficulties’ might be 
a deficit on current account, or too large an outflow of capital on 
long-term account, or a withdrawal by foreigners of their short- 
term assets from the country concerned, or a combination of these. 

The Umted Eiingdom has periodically suffered from one or 
more of these problems smce the war in some years it has had a 
current deficit, or its current surplus has been too small to support 
a high level of net long-term capital payments, or its gold and 
dollar reserves have been depleted because of the withdrawal of 
short-term funds by non-residents 
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LONG-RUN BALANCE OF PAYMENTS POLICY 
That a surplus on current account is usually described as 
‘favourable’ begs the question of whether the achievement of a 
persistent current surplus is desirable. The Mercantilists favoured 
such a policy m order to dispose of what they regarded as ‘ surplus ’ 
domestic production and to accumulate gold. When there is 
undue unemployment, a favourable balance of payments, it is 
true, may stimulate business activity and production without 
inflation When there is full employment, on the other hand, 
exports in excess of imports merely represent domestic production 
shipped to the rest of the world without the receipt of goods and 
services m return, they deprive the community of part of its 
current potential standard of hving, and the mdefinite accumula- 
tion of foreign exchange reserves is a form of hoarding. It must 
be remembered that one country’s surplus must be matched by 
another’s deficit, and it would be an impracticable prescription 
that bade all countries to aim at a surplus as a means to prosperity 
For a country to experience a persistent current surplus and 
another to record a persistent deficit may benefit both, on the 
other hand, if this is the result of international lending. If, in a 
mature economy, capital is so plentiful in relation to mvestment 
opportumties that the real net rate of return on margmal projects 
is, say, 5 per cent, whereas in a ‘newer’ country, with unused land 
and mineral resources perhaps, the use of additional capital will 
augment national production by, say, 10 per cent per annum, it 
will be to the real benefit of both countries if the ‘ capital-hungry’ 
country borrows from the ‘capital-sated’ country at any inter- 
mediate rate of interest The former can use the proceeds of the 
loan to import capital equipment, or to purchase consumer goods 
while its own resources are used to increase investment mstead 
The lending country can use its interest receipts to pay for 
additional imports of goods and services and thus can raise its 
standard of livmg by more than if it had used the capital of the 
loan for domestic investment instead 

It will be observed that the borrowing country can find the 
foreign currency to pay its annual mterest charges, ignormg third 
countries for the sake of simplicity, only by exporting from its 
expanded production goods and services to the value of its interest 
payments If the creditor country restricts its imports it will make 
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It all the more difficult for the debtor nation to meet its interest 
charges Ultimately the creditor country must run a current 
deficit if the debtor country is to be able to repay the capital of its 
loan, unless the creditor country is willing to go on extending new 
loans or to make gifts , otherwise the debtor country will experience 
chronic balance-of-payments difficulties 

A second reason for pursuing a policy of keeping exports in 
excess of imports is to make gifts to other countries, in order to 
accelerate their economic development, to strengthen their 
military position, or to secure their goodwill The United States 
has smce the war made very large gifts to many countries, including 
Britam, for these reasons Britain in turn has made grants on a 
smaller scale to speed up the development of Colonial territories 
Thirdly, a country may aim at a persistent current surplus in 
order to rebuild its gold and foreign exchange holdings to a level 
sufficient to enable it to use them to meet temporary deficits in 
the future It cannot succeed in this, however, unless other 
countries are willing to experience current deficits corresponding 
to Its own surpluses, or unless some countries are lending or 
making gifts in excess of their own current surpluses to enable a 
third group of countries to finance large current deficits, or unless 
world gold production is rising (or being released from private 
hoards). Gold-producing countries can use their current gold 
output to pay for net imports of goods and services that form the 
counterpart of the net exports of the surplus countries 
Since the war Britain has aimed at a persistent current surplus 
for all these reasons We have attempted to rebuild our reserves, 
repay old debts, extend new loans to other Commonwealth 
countries, and to make gifts to Colonial territories Despite the 
receipt of U S aid, these have amounted to a formidable charge 
on our real resources at a time when domestic demands have been 
pressmg. 

THE DETERMINATION OF EXCHANGE RATES 

Fixed Exchange Rates 

The exchange value of a country’s currency, in terms of another 
or of gold, may be fixed by the action of its central bank, if it is 
prepared to buy or sell its own currency at fixed prices As a 
central bank can always create its own currency but not gold or 
foreign exchange, its ability to support its fixed exchange rate 
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turns m practice on the adequacy of its gold and foreign exchange 
reserves In 1949 the United Kingdom was forced to devalue its 
exchange rate, that is to lower the foreign exchange value of 
the pound, from a declared *par’ rate of $403 to the pound to 
one of $2 80, because its gold and dollar reserves did not seem 
capable of meeting the contemporary strains they had to bear At 
present the exchange value of the pound is fixed, m accordance 
with the rules of the International Monetary Fund,* at a par 
value of $2 80. Under the rules of the Fund the government 
undertakes to prevent the foreign exchange value of the pound 
from fluctuatmg by more than i per cent on either side of the 
par value of $2 80 The authorities therefore have to be prepared 
to sell dollars and buy sterUng to prevent the rate of exchange 
against the dollar from falhng below the lower limit of $2 772 and 
to sell sterhng and buy dollars to prevent the rate from rising 
above the upper limit of $2 828 In practice, official intervention 
occurs short of these limits 


Free Exchange Rates 

It was once held that exchange rates, if free from official inter- 
vention, would tend towards their so-caUed ‘purchasing power 
parity’ in terms of the goods and services of different countries. 
If price-levels in Britain and the U.S A are such that £1 will buy 
in this country as much as $3 will buy m the Umted States, then, 
according to this theory, the rate of exchange between sterhng 
and the dollar will tend towards S3=;£i Any other rate of 
exchange would make either American or British goods too dear 
in world markets 

The theory has a solid core of truth , if a country’s money costs 
of production are too high in relation to those of its competitors at 
the ruling exchange rate its exports may be too small and its 
imports too large for it to balance its foreign transactions. But 
beyond this the directness of the theory is illusory For which 
goods and services shall we choose in comparing prices ? At one 
extreme are standardized commodities like rubber that are sold 
on world markets and have a single world price determined by 
world supply and demand, which, given the rate of exchange, m 
turn determines their domestic price in any one country if world 
• See page 587 
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trade is free At the other we have those goods, like immovable 
property, and those services, such as internal transport, that are 
not traded internationally at all The principle of comparative 
costs implies that those goods and services that embody a relatively 
high share of the scarcest factor of production wiU be relatively 
expensive in terms of their money cost in other countries Because 
hairdressing is not an internationally traded service and uses a 
high proportion of labour as opposed to capital, a man’s haircut 
will cost the equivalent of, say ys 6 d in New York but only 
2S 6 d. in London if the rate of exchange is %2 9 >o=£i This 
does not mean that the pound is worth $8 40 , and to choose an 
average of the pnces of a multitude of goods and services raises 
many problems 

There is no simple alternative to the statement that any rate of 
exchange is determined by supply and demand m the foreign 
exchange markets of the world (in which the prmcipal dealers are 
banks) The principal forces in operation can be briefly 
enumerated 


The Current Balance of Payments 
A country’s currency will be offered and foreign exchange 
demanded in order to pay for its imports, whereas, in exporting, 
a country creates a demand for its own currency. The state of its 
balance of payments on current account will therefore be an 
important element m the determination of its rate of exchange 
A country’s balance on current account will depend on: the 
strength of demand for goods and services in its domestic market 
as compared with that in the rest of the world, the relationship 
between its domestic costs and those abroad, given the rate of 
exchange , the appeal of its products and the vigour of its sales 
techmques, and the force of import restrictions which it and 
other countnes may impose These factors will influence the 
volume of its imports and exports ; and given these quantities its 
balance of payments will depend on its terms of trade 
As the prices of most manufactured goods remain relatively 
steady from month to month, sharp changes in the terms of trade 
are due usually to fluctuations in the prices of foodstuffs and raw 
materials, of which a country may be a net importer or exporter. 
But the volume of international trade and the terms of trade 
between manufacturing countries and those exporting primary 
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products IS closely interrelated, for the volume of manufactured 
goods that the latter can import depends ultimately on their 
export income (apart from their receipts of gifts and loans) As 
world demand for many foodstuffs and raw materials is not very 
elastic, the export income of the countries producing these goods 
will to a great extent reflect changes in the prices of their exports 
If primary product prices fall, therefore, the terms of Britain’s 
visible trade tend to improve, but it may become more difficult 
for her to sell her exports of manufactures m the primary produc- 
ing countries, the net effect on Britain’s current balance will also 
depend on the course of her income from overseas property, much 
of which is situated in food- and raw-material-producmg countries 
like Australia and Canada If the volume of trade were to fall, 
Britain’s earmngs from shipping would decline, unless the 
freights of liner shipping, of which Britain is a substantial exporter, 
fell less than those of tramp shipping, m which this country tends 
to be an importer. The upshot of these different factors is not 
easily predicted 

A country’s balance of payments will also suffer if the pattern 
of its output IS unfavourable If its productive capacity is con- 
centrated on goods for which overseas demand is low and in- 
elastic, It will be difficult for it to achieve full employment and a 
balance in its overseas payments It may be impossible to sell its 
excess of output over home requirements at prices high enough 
to pay for its imports, in the absence of import controls, whereas 
devaluation, which would have the effect of lowering its export 
prices in terms of foreign currency, might achieve little if overseas 
demand for its goods were inelastic The dislocation caused by 
natural catastrophe or by war may be important causes of what is 
sometimes described as ‘structural maladjustment’ in a country’s 
pattern of production. 


International Capital Movements 

With fixed exchange rates, if a country is politically stable and 
has a reputation for creditworthiness, it will tend to attract long- 
term capital from overseas if it offers higher rates of interest on 
long-term securities than those elsewhere or a prospect of high 
rates of return from mvestment m real assets. Low interest rates 
in a country with a developed capital market, on the other hand. 
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Will attract overseas borrowers m the absence of restrictions on 
international lending The movement of long-term capital will 
therefore tend to augment the demand for the currency of high 
interest-rate countries and swell the supply of the currency of 
those with relatively low interest rates 

Short-term interest rates may be an even more important 
influence Short-term funds are held m another country as 
international working balances by banks and commercial concerns 
and as mobile ‘speculative’ balances, sometimes described as ‘hot’ 
money The latter are held for fear of political instability, of 
exchange control, or a fall in the exchange rate of the currency m 
the country m which their owners are resident, or in the hope of a 
rise m the exchange rate of the currency in which they have been 
invested 

When the stabihty of exchange rates seems assured, the move- 
ment of short-term funds will reflect the relative level of money- 
maiket rates of interest in different financial centres When 
exchange rates are thought to be unstable, international differences 
in short-term rates of mterest will usually be small compared with 
the magnitude of the loss or gam that may be experienced through 
an alteration m exchange rates Expectations of changes in 
exchange rates may therefore cause violent movements in inter- 
national funds from one centre to another, strengthening the 
demand for a strong currency and weakening still further the 
position of a currency that is thought to be weak When expec- 
tations of a change in exchange rates are firmly held, even 
working balances may be transferred to the strong financial centre, 
and interest rates there will tend to fall while those m the weak 
centre will rise, unless the authorities intervene. 

When the exchange rate of a country’s currency is expected to 
fall, Its foreign exchange position is also likely to be adversely 
affected by the emergence of the ‘leads and lags’ in its payments 
and receipts mentioned on page 489. 


Gold Transactions 

A currency may be offered for the purchase of gold abroad if 
It is available there on relatively favourable terms, and there will 
be a foreign demand for a country’s currency if gold is bought by 
foreigners from its bulhon dealers 



Official Intervention 

As already stated, the authorities may intervene in the foreign 
exchange market, offering its own currency, gold, or foreign 
currency in order to influence the rate of exchange The 
authorities may operate so as to ‘peg’ the rate at a certain level, 
to prevent it from exceeding certain liimts of fluctuation, or 
merely to smooth out day-to-day movements while not resisting 
the force of a longer-term trend 

THE OPERATION OF THE GOLD STANDARD 

A country’s currency is on the gold standard when the value of 
Its monetary umt is fixed in terms of a given weight of gold and 
when gold can be freely held, imported or exported To support 
this value the country’s central bank must be prepared to buy and 
sell gold at stated prices Before 1914 gold coins actually circulated 
m the gold standard then in operation, the weight of gold of 
which the pound sovereign had to consist was prescribed by 
statute, and Bank of England notes were freely convertible mto 
gold The result was to fix the gold value of the pound and the 
sterhng value of gold After its suspension between 1914 and 
1925 the gold standard was restored in this country in a modified 
gold bullion form, no gold coins were minted, and the Bank of 
England would buy and sell gold only m mmimum quantities of 
400-ounce bars, thus econoimzing in the use of gold This system 
lasted until the Umted limgdom was forced to leave the gold 
standard in 1931 and to adopt a policy of flexible exchange rates 
at a lower gold value 

Whether a country is on the classic or the bullion form of the 
gold standard, the essence of its operation is that the rate of 
exchange of its currency is fixed m terms of any other currency 
that is linked to gold The gold content of the pound was equi- 
valent to a par rate of exchange with the U S dollar of $4 867— ,£1 
The market rate of exchange between the pound and the dollar 
could fluctuate only by a very narrow margin round this level 
If the sterling price of dollars rose sufficiently above this — ^that is, 
if the dollar exchange value of the pound fell — it would pay 
dealers wantmg dollars to buy gold from the Bank of England at 
Its fixed selhng price and ship it to the Umted States for exchange 
mto dollars there The point at which this operation became 
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profitable — the so-called gold export point of the exchange — would 
depend on the cost of shipping and insurance Before 1931 the 
gold export point was at about $4 848 Corresponding to this 
was the gold import point of the pound, at a rate of about $4 892, 
at which It became profitable for foreign dealers wanting pounds 
to sell dollars to their own central bank for gold, ship it to London 
and there turn it into pounds Thus the rate of exchange between 
the pound and the dollar could not move beyond the gold import 
and export pomts 

When a country on the gold standard experienced a balance-of- 
payments deficit and its rate of exchange thus fell to its gold 
export pomt, it would experience a loss of gold, which would cause 
a corresponding fall m the cash reserves of the commercial banks 
if no counter-action were taken by the central bank For, as dealers 
paid for their foreign exchange by buying gold from the central 
bank and exporting it, their payments to the central bank would 
involve a reduction in their deposits with the commercial banks 
and in the latters’ balance with the central bank. The fall m the 
cash reserves of the commercial banks, if they mamtamed a fixed 
cash ratio, would cause a multiple contraction in deposits and a 
rise in mterest rates 

Secondly, if a central bank experienced a persistent loss of gold 
It would take steps to check the outflow The classic instrument 
of central bank policy is its rediscount rate, the Bank rate of the 
British system Before 1914, when the gold reserve of the Bank 
of England was remarkably small, the Bank of England would 
raise Bank rate when its gold reserves declined, thus reinforcing 
the mcrease in money-market rates of interest and exerting a 
restrictive influence on the provision of credit, especially through 
the medium of the commercial bill 

The country experiencing the inflow of gold, if it followed the 
‘ rules ’ of the gold standard, would allow a multiple expansion of 
its quantity of money, accompamed by a reduction in the level of 
its short-term rates m general and the central bank’s rediscount 
rate in particular 

In the years before 1914 the gold standard worked with con- 
siderable efficacy in stabilizing the Bank of England’s gold reserve 
It was thought to work, according to the classic exposition offered 
by the Cunliffe Committee in 1919, m two ways. First, the rise 
in short-term interest rates in the country losing gold and the fall 
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m interest rates in the country gaining gold would lead to a 
movement of short-term capital to the former, restoring part, at 
least, of its gold holdings, a movement that rested on the assurance 
of the fixity of exchange rates 

This process afforded quick but superficial relief to the deficit 
country’s capital account A current account deficit would take 
longer to remedy, and the second method of operation of the gold 
standard was regarded as fundamental This was the effect 
thought to be exerted by the rise in interest rates and the fall in 
the quantity of money on the level of business activity. These 
forces, operating through a reduction in credit, were held to cause 
a decline not so much m output and employment as in costs and 
prices, which m turn would stimulate the deficit country’s exports 
and reduce its imports until its current account was once more m 
balance, whereupon Bank rate could be reduced to a less onerous 
level Correspondingly, the surplus country was presumably 
expected — although this was less clear — ^to experience a rise m costs 
and prices until its current surplus disappeared. 

This explanation, which has been greatly simplified here, is too 
clear a description of how the system did work In the first place, 
the ‘rules’ of the gold standard were frequently not followed 
Central banks, including the Bank of England, did not always 
react in this way to the flow of gold, especially if it was expected 
to be temporary, both before 1914 and during the nineteen- 
twenties Central banks tended to neutralize the effect on their 
monetary system of an inflow of gold but were more mchned to 
restrict credit when there was an outflow, so that the gold standard 
tended to have a restrictive bias m the world as a whole, but one 
that was probably not serious when world gold production was 
rising strongly Secondly, the gold standard worked too smoothly 
for this analysis as far as Britain vi'as concerned in the period before 
1914; the correspondence between price movements and gold- 
flows IS far from clear For this there were broadly two reasons 

First, a rise in short-term rates of interest in London was 
remarkably successful in attracting short-term funds to this 
country because of London’s special place as the predominant 
international creditor A rise m money rates m London cut down 
new borrowing by foreigners there and caused a repatriation of 
funds accruing on maturing short-term loans made by London 
banks and discount houses, notably in the form of bills discounted 
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Secondly, the explanation offered regarding the way in which a 
halance-of-payments surplus or deficit might be self-correcting 
was inadequate By concentrating on changes in price-levels it 
Ignored the direct effect of an alteration of a country’s balance on 
current account on the level of domestic income and activity 

NATIONAL INCOME AND THE BALANCE OF PAYMENTS 
WITH FIXED EXCHANGE RATES 

If a country on a fixed exchange rate develops a deficit in its 
current account, and its price- and wage-levels remain relatively 
stable, the effect is to cause a multiple reduction in its domestic 
income and activity, in the absence of government action This 
applies whether the fixed exchange rate is maintained in the form 
of the gold standard or by the intervention of the authorities m 
the foreign exchange market as at present A fall in exports, 
for example, reduces the incomes of those employed m the export 
industries, causing them to cut then own consumption, which m 
turn reduces incomes in the consumer goods industries, and so on 
A fall in domestic activity and incomes in relation to those of other 
countries will automatically cause the deficit country’s imports to 
declme and thus improve the state of its balance on current account 
If the deficit were caused by a shift of home demand m favour of 
imports, the incomes of industries producing for the home market 
would be affected directly. 

In this sequence there are therefore two ‘multiplier’ effects, 
the ‘domestic’ multiplier, reflecting the marginal propensity to 
consume, and the ‘foreign’ multiplier, varying with the marginal 
propensity to import The latter expression refers to a change in 
imports due to a change in a country’s real national income If 
the marginal propensity to import is, say, one quarter, a fall in 
domestic incomes of lOO will cause a reduction m imports of 25, 
giving some relief to the balance of payments and checkmg the 
declme in domestic incomes Given the domestic multipher, 
therefore, the process of contraction will he shorter the greater 
IS the marginal propensity to import 

In the same way the country whose national income has been 
increased as a result of the development of an export surplus will 
spend part of the rise in its income on imports, reflecting its own 
marginal propensity to import, which may be high if it is already 
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in a state of full employment The increase in the imports of the 
surplus country provides relief for the balance of payments of 
the deficit country and helps to check still further the decline in 
the latter’s national income. 

As a result of these ‘income-effects’, the development of 
balance-of-payments diseqmhbna goes some way towards self- 
correction under a system of fixed exchange rates, but the process 
is unUkely to be completely self-adjusting In a world of inflexible 
or at least ‘sticky’ prices, the deficit country is likely to be left 
with a lower level of domestic activity and incomes as well as some 
deficit on current account If a decline in exports and in home 
consumption causes domestic investment to fall, or if the process 
of contraction is hastened by a central bank’s obedience to the 
rules of the gold standard, the reduction m income, output and 
employment may be severe, although a current balance may be 
restored if the government is wilhng to deflate far enough 

If a country is experiencmg inflation, on the other hand, so 
that there is an excess of aggregate demand m its home market, 
these corrective forces are likely to be weak If exports fall because 
of a reduction in overseas demand or a rise in domestic prices, 
there may be no reduction m real incomes and therefore no 
dechne m imports, for the goods that were formerly exported may 
be merely sold at home 

FIXED exchange RATES WITHOUT THE GOLD STANDARD 

Since the war a system of fixed exchange rates has been operated 
without the apphcation of the gold standard It differs from the 
classic operation of the gold standard m several respects Central 
banks usually take action so as to prevent a change m their reserves 
of gold and foreign currency from causing the multiple alteration 
in bank deposits called for under the ‘rules’ of the gold standard, 
so that changes in the availability of credit and m the level of 
mterest rates are much less vigorous. 

This country’s reserves of gold and foreign exchange are now 
held by the Exchange Eiquahzation Account , this is operated by 
the Bank of England as agent for the Treasury and was set up in 
1932 to smooth out day-to-day fluctuations m the rate of exchange 
It now acts so as to hold the rate of exchange withm the narrow 
limits prescribed by the rules of the International Monetary Fund 
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The Account is supplied with Treasury bills, which it can 
hquidate in order to provide itself with sterling, which it will have 
to pay out when it is accumulating gold and foreign exchange. 
In the simplest case the Account can obtam sterling to finance 
Its purchases of foreign exchange by allowing its ‘tap’ bills to 
run off, the Exchequer has then to find an equivalent amount of 
finance from other sources, e g by selling tender bills to the 
bankmg system The precise incidence of the operations of the 
Account on the bankmg system will depend on whether the 
authonties take steps to offset a rise or fall m the level of deposits 
and the hquid assets of the banks which is the usual consequence 
of an accumulation or loss of gold and foreign exchange 

International deficits are still settled partly by gold movements 
between central banks, but legal restrictions are applied to private 
transactions in gold There is also a distinct psychological 
difference between the system of the gold standard, in which the 
fixity of exchange rates is taken more or less for granted, and that 
in which the fixity of exchange rates is an important objective 
of government policy but one that may not override all others, 
including the maintenance of full employment, so that the 
possibility of periodical adjustments in rates of exchange has to be 
reckoned with In a system of stable but not invariable exchange 
rates, or under a gold standard whose mamtenance can no longer 
be taken for granted, capital movements are much less responsive 
to international differences in interest rates and are much more 
likely to reflect hopes and fears regarding changes in exchange 
rates. 

VARIATIONS IN EXCHANGE RATES 

The effect of a change in the rate of exchange on a country’s 
balance of payments can be considered first in relation to its 
balance of trade Let us consider only two currencies, the pound 
and the dollar, and let us suppose that the exchange rate for the 
pound IS reduced from $ 3 =;£i to $2‘5=£r. If the domestic 
price-levels m each country do not change, this means that goods 
produced m Britain can, if pecessary, now be sold at a lower 
dollar price, while goods produced m the U S A , if their dollar 
price does not change, will cost more in terms of pounds, so that 
both the supply of and the demand for goods and services sold 
by the one country to the other may be affected 
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Possible Effects on Expoits 

If British exports, which we can call ‘ bicycles have a home cost, 
including profit, of £10 and were previously sold in the American 
market for $30, British exporters will now be faced with a different 
market situation. If they maintain their dollar selling price at 
$30 they will now make larger sterhng profits per bicycle, for 
$30 will now be worth ffi2 compared with ^10 previously. This 
consideration alone would ordinarily induce them to sell more 
bicycles m the U S A and fewei at home and to raise their total 
output On the other hand, as British bicycle exporters increase 
their bicycle shipments to the USA the American market may 
not be able to absorb an increase in the number of British bicycles 
sold without some fall in their dollar price 

Whether it will pay British bicycle exporters to sell a relatively 
small number of bicycles in the American market at a relatively 
high dollar price or a larger number at a lower dollar price will 
depend on the conditions of the market If there is excess capacity 
in the British bicycle mdustry, so that the supply of bicycle 
exports IS relatively elastic, a relatively large increase in bicycle 
shipments to the USA may follow a fall in the sterhng rate of 
exchange Given an enlarged supply in the American market, the 
effect on the dollar price of bicycles will depend on how elastic 
is the American demand for bicycles If the conditions of supply 
and demand were such that the outcome was an expansion of 
bicycle exports from i million to 1,100,000 and a fall in the dollar 
price from $30 to $25 each, the receipts in sterling earned from 
bicycle exports would have increased from ^10 miUion to ;£ii 
million, but their total dollar value would have fallen from $30 
million to $27,500,000 The increase m the sterling value of 
exports would help m alleviating any home unemployment that 
might have existed, but the fall in the foreign currency value of 
export receipts would in itself aggravate the problem of the 
balance of payments 

The fall m dollar earmngs m this illustration is the result of the 
impact of an elastic supply of exports on a relatively inelastic 
demand The sterling price of bicycles has remained at £10 
because of the desire of British manufacturers to increase output 
and because of their ability to do so without a rise in umt costs, 
but m face of a reduction m the American price of one-sixth the 
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number of bicycles sold has risen only by one-tenth. Assuming 
that the devaluation of sterling leads to some enlargement of the 
supply of British bicycles in the Ajnerican market, their dollar 
proceeds would be increased only if the elasticity of the American 
demand were greater than umty At a new dollar price of $25, 
at least t • 2 milhon bicycles would have to be exported for dollar 
receipts not to be lower in the new situation 

Possible Effects on Imports 

Whereas the dollar value of Britain’s exports might actually be 
reduced by the depreciation of the exchange rate, its effect on the 
dollar value of imports could not be unhelpful to the balance of 
payments measured in terms of dollars. If Britain had been 
importing, say, 12,000 American cars at a dollai cost of $3,000 
each and a sterhng price of ^i,ooo, the total dollar value of these 
imports would have been $36 milhon If, on a fall in the exchange 
rate from $3 to $2 5 to the pound, their dollar export price re- 
mained unchanged and British demand for these goods at their 
new sterlmg price of ffi,2O0 each were to fall to 11,000, the total 
dollar cost of these imports would be reduced from $36 million 
to $33 million If Britain’s demand for American cars were more 
elastic, a rise in their sterhng pnce would produce a greater 
reduction in the number sold and thus a greater reduction in their 
total cost in dollars. 

Possible Effects on Supply Pnce 

In this illustration neither the dollar pnce of American exports 
nor the sterling price of Bntain’s exports has changed American 
exporters are assumed not to have reacted to a fall m their sales 
in the British market by reducing their dollar pnce, and British 
exporters are assumed to have been in a position in which they 
could and would raise the quantity exported at a constant sterhng 
price. Both conditions are unlikely to apply m practice, there 
would probably be some increase in the sterhng price of Britain’s 
exports except in the event of severe excess capacity, so that their 
dollar price would not fall by as much as the change m the 
exchange rate This would have the effect of reducing any loss 
of dollars from our exports to the U S A if demand there were 
inelastic, but of reducmg the gam if American demand were 
elastic. If Britain were an important customer for American 
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goods, there would also, it is probable, be a reduction in the 
dollar price of some American exports, so that their sterlmg price 
would not rise by as much as the full change in the exchange rate 

A Summary 

The upshot of this rather complex array of possibihties is that, 
generally speakmg, a country will improve its balance of trade 
in terms of foreign currency if its demand for imports or the 
overseas demand for its exports is sufficiently elastic. If foreign 
demand for its goods were highly melastic, it is conceivable that 
the devaluation of a country’s currency would react adversely on 
its balance of trade ; and it would actually reqmre the appreciation 
of the exchange rate for an improvement m the balance of trade 
to be secured However, whereas world demand for certain 
products, especially raw materials with no close substitutes, may 
not be elastic, the demand for the exports of any one country 
sold in competition with those of others is likely to be much more 
sensitive in the long run Exchange depreciation is also likely to 
mcrease the range of goods exported by the depreciatmg country. 
In practice the situation in which a reduction m the exchange 
rate of a single country will not cause the balance of trade to 
improve is a rare one 

Three quahfications to this conclusion have to be noted First, 
the conditions of supply and demand may be such that a large 
degree of depreciation may be needed to achieve a small improve- 
ment in the balance of payments. The depreciatmg country’s 
export prices may fall heavily in terms of foreign currencies if its 
supply of exports is elastic but if overseas demand is inelastic, 
causmg its terms of trade to deteriorate sharply This would 
involve a loss of real national income if the economy were already 
in a state of full employment. Secondly, exchange depreciation 
by any one country may be neutralized by retaliatory import 
restrictions in its mam markets or by exchange depreciation on 
the part of its competitors Thudly, an improvement in the 
balance of trade adds to domestic money incomes and expenditure. 
If the depreciating country is suffering from inflation, the mcrease 
in the profits of exportmg industries and the rise in import pnces 
in terms of domestic currency are hkely to cause further wage 
mcreases Eventually the balance of payments may deteriorate 
once more Exchange depreciation may therefore be a dangerous 
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as well as an ineffective policy for curing the adverse balance of 
trade of an economy in an inflationary condition , for it to succeed, 
the government must take steps to check home demand 

The Exchange Rate and Capital Movements 
Exchange depreciation, if it is not regarded merely as the fore- 
runner of a further decline in the exchange rate, may augment a 
country’s foreign exchange reserves by checking a speculative 
outflow of short-term funds or by attractmg a speculative inflow, 
if it IS beheved that the new exchange rate is secure or is even 
likely to be raised before long An inflow of long-term capital 
may also be stimulated by exchange depreciation, in that the fear 
of a fall in the exchange rate might previously have deterred 
foreign investors from acquiring assets m a country with a weak 
balance of payments 


FORWARD EXCHANGE 

‘ Futures ’ markets exist m foreign currencies as well as in goods, 
allowmg forward commitments to be covered A British importer 
who IS committed to paying a certam sum in dollars in, say, three 
months can protect himself against the risk of a rise in the cost 
of dollars in terms of sterling by purchasing dollars three months 
forward In three months’ time, that is to say, he will have to pay 
sterling for dollars at a rate of exchange that is decided at the time 
he enters into the forward contract A British exporter who is due 
to receive dollars in three months can assure himself of a certain 
payment in sterling by entering into a contract to buy sterling 
three months forward, in three months’ time he will hand over 
his dollar earnings and receive sterling in return, having protected 
himself against a rise in the ‘spot’ price of sterling m terms of 
dollars during the period. 

These contracts will be made with banks acting as foreign 
exchange dealers When a bank agrees to provide a currency at a 
specified rate of exchange at some pomt of time m the future, it 
too IS entering mto a commitment that exposes it to the risk of an 
adverse movement in exchange rates , and it will normally cover 
its comimtment m one way or another. It may be able to ‘ marry ’ 
forward transactions made in opposite directions, setting off a 
contract to supply dollars forward against another to purchase 
dollars forward, so that only its net position exposes it to risk 
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In the case of large transactions, however, or when it is evident 
that the effect of a series of small transactions will be to leave it a 
net buyer or seller of forward exchange, the bank will take 
dehberate action to ‘hedge’ 

It will do this in the first place by matching a forward commit- 
ment by buying or selling for immediate delivery, that is by buying 
or selling ‘spot’. If, for example, a bank has undertaken to sell 
dollars forward, it will immediately buy an equivalent amount 
‘ spot’ m order to cover itself against the risk of a rise in the ‘ spot’ 
price of dollars. Later it will buy the same amount of dollars 
forward from another dealer and, as it will no longer need its spot 
dollars, it will seU dollars ‘spot’ 

Spot and forward rates in a free market will be determined by 
supply and demand, reflecting four types of transactions First, 
there are the commercial transactions of traders and others who 
will be seebng cover for operations entered mto in the normal 
course of trade Secondly, there are the transactions of speculators. 
Thirdly, there are those entered into by financial institutions 
seebng a high rate of return on short-term funds Finally, the 
authorities may intervene in one market or the other. 

Given the impact of commercial transactions and any official 
intervention, speculation and the level of money-market mterest 
rates in different financial centres will determine the margm 
between spot and forward rates A speculator who beheves that 
the exchange rate for a currency will fall may sell that currency 
forward, hoping to complete the transaction by purchasing the 
currency spot at a lower rate in the future. His action will tend 
to depress the forward rate in terms of the spot rate Speculation 
m favour of a currency will tend to raise the forward rate in terms 
of the spot rate Of course, the spot rate, too, may be affected by 
speculative transactions 

If mterest rates are higher m London than in, say. New York, 
there will be some tendency for banbng funds to be attracted to 
London But unless their holders are prepared to accept the risk 
of a fall m the exchange rate for sterling, they will cover themselves 
by a forward sale of sterling, renewing the transaction if desired 
when the imtial contract matures Thus the existence of relatively 
high money-market rates of mterest m London will tend to 
depress the forward rate for sterlmg in terms of the spot rate. 

In the absence of any pressure of speculation m one direction 
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or another, therefore, a currency will tend to stand at a forward 
discount if its interest rates are relatively high. That is to say, the 
price of forward pounds will be lower than the price of spot pounds 
in terms of dollars if British interest rates are higher than those in 
New York The size of the forward discount or premium will 
tend to be related to the difference in interest rates. For example, 
if the Treasury bdl rate in London is 6 per cent per annum when 
that in New York is 4 per cent, it will not pay a bank with surplus 
funds to transfer them from New York to London if the forward 
discount on sterling is greater than 2 per cent of the spot rate, 
when calculated on an annual basis (ignoring the question of 
expenses) If the spot rate for sterling were $2 80, for example, 
the transfer of ‘covered’ funds would be unprofitable if three- 
month sterhng stood below $2 786 It thus follows that specula- 
tion against a currency, by depressing the forward rate, may make 
It unprofitable to hold funds m a weak financial centre even 
though Its interest rates may be higher than elsewhere 

FIXED VERSUS FLEXIBLE EXCHANGE RATES 

The question of whether fixed exchange rates are preferable to 
flexible rates is a continuing and complex one that embraces 
many-sided problems concerning the structure of the world 
economy and the political wisdom of governments Traditionally 
the case for fixed exchange rates is that they provide a necessary 
element of certainty in financial calculations and thus encourage 
both international trade and international lendmg It is true that 
the operation of forward exchange markets enables future com- 
mitments to be covered, but the cost of forward cover may be 
prohibitive when it is most needed Fixed exchange rates have 
traditionally also received the favour of those to whom the prospect 
of mtervention by governments in the field of exchange mampula- 
tion IS not an attractive one, partly because of the danger of 
competitive and therefore continual exchange depreciation, and 
partly because of the fear that governments will resort to recurrent 
exchange depreciation in order to reconcile inflation with a 
balance of foreign payments and so put off the task of preventing 
inflation itself 

One important argument against fixed exchange rates is that 
strain in the system of world trade may cause the whole framework 
to crack where a system of flexible exchange rates would allow it 
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to bend Before 1914 the special conditions of world trade and 
finance, the role of Britain, and the seeming assurance of political 
stability allowed the gold standard to function with success In 
the decade following the war, however, the American crash, the 
growth of protection, and the instability of capital movements 
imposed too great a strain on fixed exchange rates. For whereas 
flexible exchange rates may allow disequihbrmm between the 
supply of and demand for a country’s currency to be removed by 
a spontaneous change or series of small changes m the rate of 
exchange, m a system of fixed exchange rates any disequilibrium 
that cannot be sustained by transfers of foreign exchange reserves 
or removed by a change in interest rates will shift the burden of 
adjustment to a country’s domestic level of incomes and prices, 
and, if its prices and wage-rates are ‘sticky’, to its level of output. 

Through the medium of fixed exchange rates inflation or 
deflation m one important trading country may spread to another , 
a country has less freedom of command over its domestic economic 
conditions if it cannot avoid importmg inflation or deflation by 
allowing its exchange rate to rise or fall Any distortions of the 
pattern of world trade owing to import controls and tariffs, or 
to the failure of creditor countries to import sufficiently to allow 
debtor countries to discharge their obhgations, sets up similar 
pressures, which may be extended if, as has often been the case, 
the creditor countries have taken steps to prevent an accumulation 
of gold under a fixed exchange rate system from leading to an 
expansion of domestic credit and a sufficient fall in their interest 
rates. 

The argument that through spontaneous and perhaps small 
variations m exchange rates the supply of and demand for foreign 
currencies can be kept in continual balance may therefore seem 
an advantage, especially when the alternative is the prospect of a 
very large change m exchange rates from time to time But the 
matter is not easily decided For much will depend on just how 
large these spontaneous variations have to be to keep the foreign 
exchange market in balance. If a country’s economic structure 
IS not in harmony with the course of world trade, or if the latter 
Itself IS subject to contmumg strains owing to economic and 
political instability, techmcal change, or government policy, large 
fluctuations in exchange rates may conceivably be required to 
maintain equilibrium even in a system of flexible exchange rates. 
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implying a marked deterioration in the terms of trade and therefore 
a loss of real national income of the depreciating country The 
same might be true if the overseas demand for the exports of a 
country m balance of payments deficit was relatively inelastic A 
spontaneous fall in the exchange rate of a country suffering from 
inflation may be both meffective and dangerous; however, it is 
also true that for a country suffering from persistent inflation, a 
series of small reductions m the exchange rate may aggravate the 
pressure of inflation less than do frequent but much larger reduc- 
tions, for the latter will almost certainly intensify the demand for 
higher wages, whereas the former may not if wage-rates are in any 
case tending to move upwards under the force of excess demand. 

The size of the variations in exchange rates needed to maintain 
a balance in the market for foreign currency will also depend on 
the flow of speculative capital If a country’s exchange rate 
depreciates owing to the deterioration of its current balance of 
payments, the movement will be checked if its currency is bought 
by speculators who expect the depreciation to be temporary But 
a country is capable of absorbing a deficit, with fixed exchange 
rates, if it has sufficient exchange reserves The critics of fixed 
exchange rates since the war, however, have usually maintained 
that the exchange reserves of the Umted Kingdom, in particular, 
as a financial centre have been too low to support a fixed exchange 
rate and that speculation has tended to work agamst the system 
rather than with it For speculation against a financial centre like 
London may tend to recur just because its reserves are known to 
be low and, by drawing down its reserves still further, make the 
prospect of devaluation seem even more likely. 

A fixed rate offers a ‘one-way option’ to the ‘bear’ speculator, 
who loses little if the supposedly weak currency is not devalued. 
With flexible exchange rates, on the other hand, the ‘ bear ’ runs 
the risk of having to ‘cover’ at a higher exchange rate if his view 
proves wrong, and the risk may be great if the weak currency is 
supported by official intervention, and very great indeed if such 
intervention induces other ‘bears’ to cover before he can. How- 
ever, the choice may really be between periodic but intense bouts 
of speculation and perhaps lighter but probably more widespread 
and frequent speculation If large fluctuations in exchange rates 
were needed to maintain international trade in balance, the 
risk that speculation would aggravate rather than cushion such 
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fluctuations might be high, for a fall in a iveak country’s exchange 
rate might be interpreted as proof of weakness that had previously 
been only suspected, leading to speculation against, and not in 
support of, its currency 

For the traditional reasons, therefore, a system of stable exchange 
rates has been maintained since the war , attempts have been made 
to augment the reserves of countries m temporary balance-of- 
payments difficulties, and the use of direct controls over foreign 
payments has been internationally acceptable in certain circum- 
stances Under the system periodic adjustments in exchange 
parties, as in 1949, are not ruled out. 

DIRECT CONTROLS AND THE BALANCE OF PAYMENTS 
Control over Capital Movements 

The disruptive effect of speculative capital movements may lead 
to the imposition of official restrictions on capital transactions 
Exchange controls may be used to support an exchange rate that 
would otherwise be under pressure or to enable an independent 
monetary policy to be pursued by a country with a fixed exchange 
rate, they may be aimed at preventing either an outflow or an 
inflow of speculative capital or used to prevent an outflow of 
long-term capital due to a lack of sympathy with a government’s 
pohtical or economic policy towards owners of property Capital 
movements in the form of ‘ leads ’ and ‘ lags ’ are hardly controllable, 
except in so far as restrictions on bank loans to non-residents may 
prevent overseas importers from borrowing a country’s currency 
m order to delay having to part with their own in order to settle 
their debts Controls over capital transactions cannot be taken 
far by any country, such as Britain, that seeks to maintain its 
position as an international banker 

Controls over Exports and Imports 

Export subsidies may seem an attractive alternative to devalu- 
ation to a government faced with balance-of-payments difficulties, 
if the foreign demand for its products is elastic But they are 
effective only if they are not copied by competing exportmg 
countries, and are generally regarded, with justification, as inter- 
nationally to be deplored If a country’s exports are sold in 
conditions of inelastic demand, taxes on exports may improve its 
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balance of payments, but, it is probable, so would the appreciation 
of its exchange rate 

Direct controls over imports for balance-of-payments reasons 
are more common In the form of either quotas or tariffs they may 
appear less unattractive to governments than devaluation, for 
econoimc as well as political reasons Any improvement in the 
balance of current payments is inflationary when full employment 
already exists, but import restrictions may be slightly less infla- 
tionary than devaluation if, as they may do in certain cases, they 
avoid the worsening of the terms of trade that devaluation may 
involve Import restrictions may also seem attractive to a govern- 
ment that believes that it can choose better than the commumty 
actmg through the price mechamsm as to what are ‘essential’ 
and what are ‘non-essential’ imports It may hope to influence 
the distribution of real incomes m this way. 

Governments may also be attracted to the belief that a balance- 
of-payments deficit caused by an excess of home demand should 
be tackled ‘directly’ by import controls, while the domestic 
condition of the economy can be treated separately. This distinc- 
tion is largely fallacious Any policy that removes excess demand 
will improve the balance of payments, whereas a policy that 
relies on import controls and leaves domestic demand at an 
inflationary level only aggravates the domestic situation and 
thereby ultimately defeats itself, if a country’s costs are too high 
import controls are also likely to prove ineffective Import 
controls that fall with special force on certain overseas countries 
may also lead to retaliation, whereas the effect of exchange 
depreciation on the exports of other countries is usually more 
widely dispersed 


Discriminatory Controls 

Discrimination consists of applying controls on transactions 
with another country or group of countries that are not imposed, 
or not with the same force, on the rest of the world Discrimination 
means the substitution of some measure of bilateral for multi- 
lateral balancing in mternational trade If country B has a deficit 
with country A, it can use the proceeds of its surplus with C to 
pay for its deficit with A, if international currencies are freely 
convertible into each other. But if C will not allow its debt to B 
to be transferred to A the balance between A and B and between 
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B and C will have to be adjusted bilaterally , imports and exports 
will have to be matched for these pairs of countries separately 
This situation may aiise if country A tends to have a persistent 
surplus vwth both B and C and if C’s holdings of A’s currency 
(or gold) are not sufficient for C to use them to finance both her 
current deficit with A and that with B C may have a large surplus 
with a fourth country, D, so that C’s trade may be m overall 
balance, but D may have a deficit with A so that D is unable to 
pay C m A’s currency In these circumstances, in which A’s 
currency is generally ‘scarce’, deficit countries may prefer to 
concentrate on reducing their deficit with A alone by discnmmatory 
measures rather than to adjust their trade with all countries taken 
together, by cuttmg their imports from countries which are 
already in deficit, thus forcmg them to reduce their imports still 
further, and so on. Trade between the discriminating countries 
may instead be held at a relatively high level 

The justification for this discrimmation might be that country 
A was not pursuing an appropriate creditor policy, instead 
restrictmg imports in order to protect her own industries Alter- 
natively, A’s persistent surplus might arise from the pressure of 
demand for her goods owmg to chrome inflation elsewhere, or to 
her greater efficiency, or to the disruption of productive capacity 
m the rest of the world as a result of war Some of A’s goods nught 
seem so ‘essential’ that other countries nught regard her currency 
as especially desirable and not to be given up in settlement of 
deficits with countries other than A All this, of course, ignores 
the question of the relative prices of the ‘scarce’ and other 
currencies, but discrimmation against A might seem a preferable 
alternative to exchange depreciation by the deficit countries if a 
very large reduction in their exchange rates would be required to 
maintain a multilateral balance of payments 

Post-war mternational trade has borne some resemblance to this 
situation The experience of a persistent dollar shortage at the 
existing level of exchange rates led the United Kingdom and 
certam other countries to impose discriminatory trade restrictions 
on ‘non-essential’ imports from the U.S A. and other dollar-area 
countries such as Canada and Cuba, m order to conserve their 
holdings of dollars Furthermore, the Umted Kangdom has 
restricted the freedom of overseas holders of sterlmg to exchange 
It for dollars This is the problem of the restricted convertibility 
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of Sterling Discrimination may also be a means whereby the 
impact on international trade of a slump in a major tradmg 
country like the USA can be softened in the rest of the world, 
but it has not so far been used in this way 
The development of the discriminatory system of Imperial 
Preference before the war has already been mdicated. Imperial 
Preference was aimed generally at providing a secure market for 
the produce of other Commonwealth countries in return for 
preferences on British manufactures, but the growth of industry 
m the Commonwealth countries anxious to protect themselves 
from competition from British goods, the desire of certam Com- 
monwealth countries to increase their exports of primary products 
outside the system, as in the case of Austraha and her sales of wool 
to Japan, and the need of Britain to increase her trade with the 
rapidly growing markets of Europe, have since tended to weaken 
the support given to the whole system. 

Bilateral agreements may be forced on small and weak countries 
by larger ones who are their main markets for goods the supply of 
which cannot easily be diverted elsewhere The larger countries 
can require the weaker countries to take specified amounts of their 
own goods at relatively high prices, as a condition for continmng 
to purchase the exports of the weaker Both Germany and Britain 
practised this pohcy before the war 
Smce January 1948 the General Agreement on Trade and 
Tariffs has been in operation. G.A T T has been accepted by 
thirty-five countries and represents an attempt to secure a reduc- 
tion in tariff rates by round-table bargaimng The key intention 
of G A T T IS to reduce the welter of discrirmnatory tariffs by 
imposing the Most Favoured Nation technique of tariff reduction 
Each contractmg party is obhged to accord unconditionally to all 
other parties all new advantages, favours, privileges and im- 
munities which it may in future grant to other countries There 
IS also a code of ‘good behaviour’ regarding vanous aspects of 
trade, such as customs regulations, quotas, and subsidies. Under 
GATT, periodical reductions m tariffs have been negotiated 
since 1948. 



CHAPTER 40 

BRITAIN AND THE INTERNATIONAL 
ECONOMIC BACKGROUND 1914-39 

The object of this chapter and the next is to sketch in very broad 
outline some of the main economic changes of the past fifty years 
that help to throw light on the international economic problems 
of the world m general, and those of Britain in particular, since the 


THE PRE-I914 WORLD — THE HEYDAY OF BRITAIN 

Before 1914 the network of international trade and payments 
was multilateral, with convertible currencies and a large area of 
free trade The system was dominated by Britain but was also 
sustamed by her Britain provided an open, expanding, and 
relatively stable market for foodstuffs and raw mateiials Her 
imports of primary products, together with her long-term lending, 
enabled the rest of the world to pay for Britain’s exports The 
stabihty of exchange rates and the creditworthiness of governments 
seemed assured The gold standard worked, not without strain 
as far as countries other than Britain were concerned, but smoothly 
enough in the twenty years or so before the outbreak of war, in 
which the volume of mternational trade was growing fairly 
rapidly and in which the flexible lending facilities provided by 
London as the world’s banker could be drawn on to tide over 
temporary difficulties. 

Even before the disruption caused by the First World War, it 
can now be seen, the seeds of future economic adversity were 
bemg sown for this country. Britain’s prosperity depended on 
her exports, which accounted for about 30 per cent of her national 
mcome in 1913, and especially on three groups of products coal 
(we exported almost a hundred imlhon tons m 1913), iron manu- 
factures, and cotton textiles. In the years 1911-13 textiles as a 
whole made up one-half of Bntain’s exports of manufactured 
goods 

By 1914 Britam had already lost her industrial if not her 
financial supremacy Britain’s iron and steel output, which forty 
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years earlier had exceeded the combined total of Germany and 
the U S A , had been surpassed by both The rate of expansion 
of Britain’s engineering trades was now slower than in France, 
Germany, and the USA, and, what was of much greater 
significance, Britain had lagged in the application of the new 
chemical and steel techniques and m the development of the 
mternal-combustion engine. European and American markets 
for British cotton textile exports were contracting owing to an 
increase in the production of these countries, a phenomenon later 
to be repeated in our markets in Asia 

Bntain’s industrial expansion m the second half of the nine- 
teenth century was based on a share m world trade of manufactured 
goods that simply could not be maintained once other countries 
had developed industrially In the closing years of the seventies 
this share was nearly two-fifths, by 1911-13 it had fallen to not 
much more than a quarter. In general, foreign competition was 
growmg where Britain once had no rivals, and where British 
exports and British capital had once found rich and undeveloped 
markets, mdustrialization was taking place, often behind protec- 
tive tariflfs. Sooner or later our basic exports of iron products 
and simple consumer goods like textiles were bound to face 
shrinkmg markets, or at least markets that were growing less 
rapidly than our own imports. 

In the twenty years before the outbreak of war in 19 14, however, 
the dechne of Britam’s exports relatively to those of other countries 
was masked by the growth of world trade in manufactured goods 
as a whole The need for adjustment was also postponed by the 
improvement m our terms of trade in this period and by the 
growth of our ‘invisible’ exports, Britam dominated world ship- 
pmg, msurance, and banking, and a rising income flowed in from 
our substantial overseas investments 

I919-I929 — INTERNATIONAL UNEASINESS AND 
BRITISH STAGNATION 

The end of the war was followed by a short but sharp restocking 
boom, brought to an end by restrictive credit policies and by the 
arnval in Europe of the materials and foodstuffs which had 
accumulated m other countries during the war. The trough of 
the ensuing slump, which was equally sharp, was over by 1923, 
but m the remainder of this period Britain did not share in the 
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experience of high employment and output recorded by other 
countries outside central Europe Britain’s production and 
exports did not regain their pre-war volume, and the lowest 
proportion of insured people out of work was 8 per cent, the 
average for 1927 This poor performance, during a period m 
which world manufacturing production is thought to have averaged 
one-quarter more than its pre-war level, is attributable to three 
factors 

First, the authorities pursued a policy with a deflationary bias 
It was decided after the war to return to the gold standard, which 
had been suspended in 1914, at the pre-war parity. In order to 
brmg the exchange rate, which was now a flexible one, back to its 
pre-war level, the balance of payments had to be kept m surplus , 
but as durmg this period the XJmted Eangdora, although lending 
less than before the war, was tending to lend abroad on long-term 
more than its surplus on current account, recurrent restrictive 
monetary pressure had to be applied. Any pohcy of high interest 
rates undertaken by the USA, such as that implemented to 
damp down the American boom after 1923, had to be reproduced 
here, in order to prevent an outflow of short-term funds Of even 
greater importance was the fact that the British price-level, which, 
not surprisingly, had risen more than the American durmg the 
war, had to be reduced in relation to that of the Umted States, a 
pohcy which involved restraimng the level of demand m this 
country in relation to that m the U.S A This task was intensified 
by the fact that American prices did not rise much in the boom of 
1924-9 owmg to a rapid increase in manufacturmg productivity 
and a fall m American agricultural prices 

Secondly, one important stimulus to recovery m the Umted 
States and in continental Europe — a housmg boom — did not 
develop in Britam, partly because of a combination of high building 
costs and high mterest rates 

The third and most important reason was the weakened position 
of Britain withm an international framework that had itself 
changed to this country’s disadvantage 

The return to gold at the pre-war parity m 1925 handicapped 
our exports It is now generally accepted that, on the basis of the 
relative movement m American and British wage-costs since 1914, 
this parity amounted to an over-valuation of sterhng perhaps by 
about 10 per cent Its long-term eflFect was perhaps most un- 



1914-39 economic background 575 

favourable in discouraging the development of new export 
industries, but the contemporary burden was heaviest in the 
staple export trades, above all in coal The general strike in 1926, 
like the industrial unrest which preceded it, was m great measure 
due to the deflationary stresses that accompamed the restoration 
of the pre-war rate of exchange Britain’s coal output never 
reached its pre-war level, and her coal exports did so only during 
the occupation of the Ruhr Other countries raised their coal 
output and imported an increasing volume from Germany and 
Poland. The use of coal abroad was also restricted by the develop- 
ment of fuel oil and by techmcal economies in the production of 
gas and electricity 

The history of the cotton trade m this period is also one of 
decline By 1925 world consumption of cotton textiles had 
regained its pre-war level, but world trade m cotton textiles was 
considerably smaller than in 1913. Lancashire was producmg and 
exporting less than before the war, continuing to lose ground to 
Japan. Wool textile exports were also adversely affected by the 
increasing self-sufficiency of our previous markets Our exports 
of iron and steel manufactures had suffered from the expansion 
of domestic production elsewhere, from growing competition by 
Germany and other countnes, and from the succession of the iron 
by the steel age, in which we were not the leader 

Throughout the twentieth century the need for Britain to adapt 
herself to three sorts of changes has been a recurrent theme m 
almost every discussion of our underlying economic problems, 
namely the emergence of other and even more powerful industrial 
nations , the ability of our erstwhile markets to provide for them- 
selves the consumer goods and industrial equipment in which we 
once excelled ; and the techmcal shift away from the cotton, iron, 
and steam age. Britain’s difficulties in the inter-war years were 
due partly to her dependence on exports of goods m which 
international trade was undergomg an absolute or a relative decline 
In 1929 textiles still accounted for over two-fifths of our exports 
of manufactured goods, whereas Germany and the USA. were 
striding ahead in the production of the newer forms of consumer 
goods, vehicles, and mdustrial tools that were enjoying expanding 
international markets The failure of Britain to adapt herself to 
a changing world was as important as the over-valuation of the 
pound , although it may have been aggravated by it. At the same 
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time, our markets m the Empire were no longer growmg rapidly , 
the increase m world agricultural and mineral capacity caused by 
the expansion of agriculture outside Europe during the war and 
its recovery in Europe after 1918 caused commodity prices to fall, 
thereby restricting the giowth of incomes m the primary producing 
countries, whose purchases of manufactures were also adversely 
affected by a growing spirit of protection 

Finally, the international monetary scene had altered sufficiently 
to disrupt the working of the gold standard The stability of 
currencies could no longer be taken for granted following the 
great inflations of Germany and Austria The obligation to 
render large payments to mternational creditors, on balance to 
the USA and France, on account of reparations and inter-ally 
debts, imposed upon Germany and other countries the need to 
obtam large export surpluses in a period in which almost every 
other country, with the exception of Britain but mcluding the 
chief creditor, the Umted States, was trying to keep down its 
imports by means of protective tariffs The ‘rules’ of the gold 
standard were not followed by central banks either, for the effect 
of the inflow of gold on their domestic monetary situation was 
neutralized by the authorities in both the USA and France 
Gold and foreign exchange reserves thus became concentrated m 
the hands of the creditor countries To these sources of instability 
were added the powerful shocks caused by the rush of ‘hot’ 
money from one country to another 
The world had experienced monetary disturbances before, but 
the financial mechanism whereby shocks had previously been 
absorbed had undergone an important change The undisputed 
dominance of the financial world by London had given way to a 
system with two centres, London and New York Before 1914 
the flexible short-term and long-term capital facilities of London 
provided buffers that could be stretched or contracted easily, 
according to the direction in which gold had to flow to preserve 
mternational eqmlibnum, minimizing the adjustments that had 
to be made on current account But now London’s gold reserves 
were too small for them to support the operations of a majoi centre 
with comfort, whereas an attempt by Britain to rebuild her 
reserves by reducing her overseas lending would have been in- 
compatible with the position of world banker to which she still 
aspired 
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The development of a two-centre system meant that one was 
hkely to be under chronic strain from movements in funds to the 
stronger, setting up pressures from which a one-centre system was 
relatively free The burdens of war and the changes in international 
trade had weakened London as a financial centre, and whereas the 
old centre was soft, the new was hard That is to say, London was 
an abundant lender, whereas psychologically and institutionally 
New York was less suited to the role that events had thrust upon 
her New York, for example, was less likely to match a short-term 
capital inflow by re-lending on long-term account. Whereas the 
operation of the London discount and new-issue markets before 
1914 had served to keep funds moving in each direction, to and 
from London, New York was more likely to become a persistent 
international hquidity ‘trap’ 

THE COLLAPSE OF THE GOLD STANDARD 

When the speculative boom on Wall Street broke in the autumn 
of 1929 American financial mstitutions began hurriedly to call in 
their loans from other countries as they fell due, m order to 
maintain then own liquidity With the collapse of American 
lending the major debtor countries, Germany and Austria, were 
placed in financial difficulties that led eventually to a number of 
bank failures there in 1931 Against a background in which the 
sharp break in commodity prices and the onset of the American 
slump had already stramed the fabric of international trade, an 
mternational liquidity crisis then developed 

T 0 this, London was forced to succumb Britain had substantial 
long-term investments, but these could not be easily realized She 
was also owed short-term loans, but those in Austria and Germany 
were frozen by moratoria The gold reserves of London were not 
large enough to cope with the outflow of short-term funds, a 
movement that was hastened by the political crisis in Britain at 
the time and coincided with a serious deterioration in Britain’s 
current account Britain was forced to leave the gold standard in 
September 1931, and the exchange rate was allowed to go free 
at a lower level The depreciation of sterUng was followed by a 
number of other countries practically at once. Within a year 
foreign exchange controls were m operation in more than twenty 
countries, and a long list of countries, including Britain, felt 
obliged to adopt or intensify import duties or quotas 
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An attempt was made to patch up the broken framework. The 
burden of war debts was lightened, and a World Economic 
Conference was summoned to meet in June 1933 to consider the 
resumption of international lendmg, the hberahzation of trade, 
and the restoration of the gold standard Whethei or not this 
attempt at salvage would have succeeded we cannot know, for 
the conference disbanded followmg the shock of America’s decision 
to devalue Her action was taken not so much to protect her own 
reserves, which were immense, but to assist her internal recovery 
from the slump and to counter what was considered the ‘ competi- 
tive’ devaluation of sterling In 1936 France, the last of the major 
countries to adhere to the gold standard at the old parity, was 
finally forced to devalue 

Following the devaluation of the franc the desire to avoid 
another cycle of exchange instability led the U.S A , France and 
the United Kingdom to agree not to undertake major alterations in 
their exchange rates without consultation , this tripartite agreement 
was later joined by Switzerland, Holland and Belgium To this 
extent one aspect of the gold standard, the stability (if not the 
fixity) of exchange rates, was largely restored In Britain it was 
no longer possible to buy or sell gold at a fixed price, but by the 
operation of the foreign exchange market sterling could be freely 
converted into other currencies at the current rate of exchange , 
day-to-day disturbances were softened by the operation of the Ex- 
change Equalization Account set up in 1932 The final relationship 
between the pound, the dollar, and the franc was not very different 
from what it had been before Britain left the gold standard m 1931 

THE EMERGENCE OF THE STERLING AREA 
The depreciation of sterling in 1931 brought into relief what 
was soon to be described as the ‘sterling bloc’ but is now known 
as the ‘sterling area’ Under the pre-war gold standard the major 
part of world trade had been conducted in sterlmg, much of it 
being financed by short-term loans raised in London, especially 
through the medium of the ‘bill on London’ Foreign banks and 
other institutions had found it convenient to keep their working 
balances in London, where they could earn interest that gold did 
not, and where they could at any time be converted into gold at 
a fixed price if not used, as they so often were, to finance payments 
to other countries equally willing to hold sterling 
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In the post-war decade, a sterling-using group was beginning 
to emerge on a more formal level, for a number of countries, 
following the example of India, adhered to a sterling exchange 
standard, holding their reserves in sterling and linking their 
exchange rates to the pound, which after 1925 meant being on the 
gold standard at one remove 

With the depreciation of sterling in 1931 the division of the 
world into different currency groups became clear In the W estern 
Henusphere currencies were closely related to the dollar, while in 
Europe a number of countries relied on exchange and import 
controls to maintain, eventually with little success, their nominal 
attachment to the gold standard When Britain left the gold 
standard a number of other countries, chiefly Eire and the other 
members of the Commonwealth other than Canada, which was 
half in and half out of the dollar area, pursued a policy of main- 
taming their exchange rate at a stable level in relation to the pound 
and of holding a substantial part of their reserves in sterhng. 
They were shortly joined by several other countries, particularly 
the Scandinavian countries, Argentina, and Japan 
All the countries in the sterling bloc were closely dependent 
on their trade with Britam, and the Commonwealth members of 
the group had close banking and other financial ties with the 
mother country Several advantages were to be obtained by the 
members of the group The pound was still used to finance a 
large part of the world’s trade, so that it was convenient to hold 
reserves m London, and the fact that the British domestic economy 
suffered less severely than most from the slump offered some hope 
of econonuc stabihty 

1929-39 — TRADE DEPRESSION AND PARTIAL REVIVAL 
The severity of the international depression was due largely to 
the force of the slump in the USA and its effect on international 
trade With the cessation of the housing boom and the diminution 
of the previous stimulus to investment provided by the develop- 
ment of the motor-car and the spread of the railway network and 
electricity supply system, some recession in the USA. was 
perhaps inevitable But the downward spiral was intensified to 
an unprecedented extent, the crash on Wall Street shattered 
business confidence and caused a scramble for liquidity at a time 
when the level of business and farm indebtedness was relatively 
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high But the mam cause of the seventy of the slump is regarded 
by many economists to hkve been the utter collapse of commodity 
prices, which caused huge losses in company accounts, depressed 
business confidence still further and, by causing ruin m the 
farming areas of the United States, forced many American banks 
to suspend payment between 1930 and 1932 

The sharp fall in American industrial production of one-half 
between 1929 and 1932 reduced her imports of raw materials and, 
because of the weight of the United States in international trade, 
was transmitted to other countries The world slump was ag- 
gravated still further by the drying up of international lendmg 
and the international monetary crisis. Between 1929 and 1932 
world production of manufactured goods fell by 30 per cent, but 
world trade m these products fell by two -fifths, largely because of 
the collapse in the purchasing power of the agricultural and raw- 
material-producing countries, which still took the bulk of world 
exports of manufacturers Whereas the average price of manufac- 
tured goods entering world trade in these three years is thought to 
have fallen by less than two-fifths, international raw-material and 
foodstuff prices fell by about one-half 

World revival began in 1932 and continued until 1937 But 
whereas world production of manufactured goods in 1937 was 
about one-fifth higher than in 1929, world trade m manufactured 
goods was still more than one-tenth lower For the slow recovery 
of world trade m manufactures the low level of commodity prices, 
the indebtedness of the primary-producing countries at a time of 
low international investment, and the spread of import restrictions 
were responsible World prices began to move up sharply in 1937 
until the outbreak of recession in the U S A late in that year, but 
on this occasion the effect of the American slump in other countries 
was checked by rearmament 

The United Kingdom had not shared to any great extent in the 
boom and suffered less than other manufacturing countries from 
the world depression, in the three years to 1929 industrial output 
in Britain fell by about 15 per cent, compared with a drop of 
one-half in the USA and Germany After 1932 recovery got 
under way m Britain, impelled by the stimulus given to building 
by the cheap-money policy, a cyclical upswing in the demand for 
houses, by the enlargement of the public’s purchasing power 
caused by the fall in import prices, by the development of the 
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newer industries, and later by rearmament But even at the out- 
break of war in 1939 full employment had not been experienced 
for almost twenty years 

BRITAIN AND INTERNATIONAL TRADE I931-9 

Britain’s import duties played a minor role in her economic 
revival, and her position in international trade continued to 
deteriorate. Sterhng was still overvalued in relation to Britain’s 
wage costs Her textile exports came under intense pressure from 
Japanese competition, and the share of Britain’s exports taking 
the form of producer goods and the newer consumer goods, 
although rising, was still insufficient Britain attempted to sup- 
port her exports by means of bilateral agreements. Under the 
Ottawa Agreement of 1932 Britain and the Dominions agreed to 
grant each other preferential rates of tariff, the Colonies were 
obhged to grant preferences to the Umted Kingdom, with severe 
restrictions on the importation of Japanese textiles Other small 
countries, e.g Scandinavia and the Baltic states, who were 
especially dependent on the British market, were persuaded to 
increase the share of their purchases provided by Britain, with 
special provisions for expanding the sale of British coal. 

These measures, which for the most part merely exploited 
Britain’s bargaining and political power, certainly had the result of 
maintaining her share in the trade of these countries But whether 
the net effect was to this country’s advantage is doubtful The 
countries excluded by these agreements transferred their efforts 
to other markets, in which Britain was forced to give ground, and 
bought less from our Commonwealth customers, whose total 
demand for imports was probably not much increased, if at all, 
by these discriminatory arrangements In so far as Lancashire 
gamed, the Colomes that were deprived of cheap Japanese textiles 
lost 

Despite these measures, which might have provoked retahation 
sooner or later, Britain’s share of world trade continued to decline 
In the twenties the deterioration of this country’s position in 
visible trade had been masked by the increase in her invisible 
income Because of the world slump in shipping and the fall in 
the return on British-owned investments in primary production 
in the Commonwealth, this, too, declined In the thirties, however, 
the improvement in her terms of trade caused by the steep decline 
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m the prices of agricultural products and raw materials came to 
Britain’s assistance, and until the devaluation of the franc there 
was an inflow of short-term funds These postponed the need for 
structural readjustment, but even so Britain’s balance of payments 
on current account was in chronic deficit during the thirties, and 
on the outbreak of war we were already living on our past accumu- 
lation of foreign assets 



CHAPTER 41 


BRITAIN AND THE INTERNATIONAL 
ECONOMIC BACKGROUND SINCE 
THE WAR 

POST-WAR STRUCTURAL PROBLEMS 
The Second World War caused a great distortion of world trade 
that would have given rise to immense economic problems even 
if appropriate financial policies had been followed in all countries. 
The magmtude of this strain can now been seen more cleaily than 
m 1945, when the hope of a ‘return to normal’ obscured the 
clarity of contemporary econonuc observation, in considering the 
brief description of post-war problems that follows, that we have 
the gift of hmdsight must not be forgotten. 

Broadly speakmg, the war enriched the Western Hemisphere, 
Australasia and some parts of Africa, but disrupted Europe’s 
productive capacity, forced belligerent countries to run down 
their exchange reserves and their overseas investments, and 
left some of them encumbered with debts. This net loss 
of overseas assets was most important in the case of the Umted 
Kingdom 

The pattern of trade had altered greatly to Europe’s dis- 
advantage The terms of trade had shifted sharply against 
manufacturmg countries and m favour of most agricultural and 
raw-material producers, for the output of foodstuffs and materials 
was relatively inelastic in the short rim, whereas the demand for 
them had been greatly increased as a result of full employment 
and inflation in the manufacturing world The exportable 
surpluses of the primary-producing countries m Australasia and 
South America were also diminished by the increase m home 
demand caused by inflation and by the shift of resources away 
from agriculture to industry in these areas In South-East Asia 
and m Europe the output of agricultural products had been 
greatly reduced as a result of war, which, together with the 
existence of full employment, led to a much higher level of 
demand for imports than before the war An abnormally high 
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proportion of this demand became concentrated on the USA 
and Canada, for it was here that the output of grams, cotton, 
fats and oils, metals, and hides had expanded 

It was in this urgent demand for dollar food and materials that 
the post-war ‘dollar shortage’ first became apparent With the 
deterioration in their terms of trade, it imposed upon European 
countries the necessity for earmng a very much higher level of 
dollars, in real terms, than before the war, either directly from the 
U S A or from other countries which themselves earned dollar 
surpluses In the earlier post-war years, at any rate, the possibility 
of a great expansion of Europe’s exports of manufactured goods 
to the USA, Itself the world’s greatest manufacturmg country, 
seemed none too bright. In the immediate post-war alignment of 
costs and exchange rates there was no wide range of goods in 
which European producers were in an obviously more favourable 
position As for those in which Europe did have the advantage 
in price or design the American market seemed an uncertam one, 
prone to internal recession and the imposition of tariff or other 
restrictions on those imports which managed to surmount a 
cumbersome Customs procedure and to pay for the cost of setting 
up expensive sales services Europe’s inflation restricted her 
exports in general 

The U S A ’s imports, although higher than before the war, had 
not kept pace with her national income, and they were concen- 
trated on goods drawn from those countries where, by and large, 
European exporters were at a disadvantage American prosperity 
provided most benefit to Canada, with its paper and metals, and 
to South America, with its coffee and oil Here political ties with 
the USA and the predominance of American capital put 
European countries at a disadvantage, so that it was not easy for 
them to earn dollars indirectly. As for the rest of the world, dollars 
could be earned there, but one important change had occurred 
for the worse the American pohcy of mamtammg a fixed dollar 
price for gold, when other commodity prices had increased, 
reduced the real value of the stock of gold held as international 
monetary reserves It also restricted the dollar value of South 
Africa’s gold output, this had played an important part m the 
triangular route by which Britain and other countries had paid 
for their dollar imports before the war 

The result of this combination of factors was to present Western 
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Europe with an unsupportable dollar deficit in its balance of 
payments if the demand for dollar imports were to go unchecked, 
and one that would have been formidable enough in the absence 
of inflation, which heightened it. There were various possible 
solutions But deflation to the point of serious unemployment, 
the remedy of the gold standard, was out of the question, and 
adjustment merely by exchange depreciation after the war to 
whatever level of exchange rates would have balanced an un- 
restricted demand for dollars with their supply would have caused 
a further senous deterioration in Europe’s terms of trade at a time 
when inflation made devaluation a dangerous expedient Some 
reduction m Europe’s real mcome, m the form of an increase in 
exports and the restriction of imports, was inevitable, but this 
could be mininuzed by the use of controls. 

That the end of the war would bring problems of reconstruction 
was clear and that their solution called for international co-opera- 
tion was accepted In 1944 an international conference was held 
at Bretton Woods in the Umted States to consider the steps 
required to restore world trade on the return of peace The desire 
of the American government to moderate the restriction of 
imports from the USA contributed to its preoccupation with 
hastemng the return to a multilateral system , the British approach 
laid more emphasis on the possibihty that a post-war American 
slump would force the rest of the world to resort to desperate 
restrictive measures unless an international credit mechamsm 
were established and some measure of discrimination allowed At 
Bretton Woods the American view generally prevailed, but neither 
side appreciated fully the magnitude of what came to be known as 
the dollar shortage , and that inflation rather than deflation would 
constitute the chief monetary problem of the post-war world was 
not foreseen 

The size of the adjustment needed to restore a dollar balance, 
and the speed with which it had to be done in view of the in- 
adequacy of Europe’s foreign exchange reserves, made complete 
reliance on the free play of supply and demand intolerable. Some 
measure of control over imports and foreign exchange transactions 
proved unavoidable, and controls discriminatmg against dollar 
payments were retained by most countnes outside North America 
With the passage of time these restrictions have come to bear less 
heavily on transactions withm the non-dollar world — ^that is on 
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payments between couAtries other than the United States, Canada, 
and some of the Latin-Amencan repubhcs — and gradually their 
impact on dollar payments has lost part of its force as the worst 
of the dollar shortage has been overcome 

Even so, American assistance has proved necessary on a scale 
the generosity of which is without precedent During the period 
between the end of the war and the beginmng of the ‘ Marshall 
Plan’ in April 1948, the Umted States provided the rest of the 
world with aid to the amount of nearly $16,000 milhon, of which 
about three-quarters went to Western and Southern Europe, The 
American government’s appreciation of the grievous state of the 
European economy in 1947 led to the European Recovery Plan — 
the ‘Marshall Plan’ — ^under which aid totalhng $13,600 milhon 
was given to Western Europe between 1948 and 1950 Britain 
received $2,784 million of this total. Within the next five years, 
in which the Korean war placed fresh defence burdens on 
European economies, American foreign aid appropriations 
came to $28,000 million, of this, about one-half represented 
mihtary equipment During this period Britain received $986 
nullion 

In all, the USA, made available, through loans or gifts in 
cash and kind, about $51,000 milhon net m the ten years followmg 
the end of the war, of which Western Europe received $33,000 
milhon and the Umted Kingdom alone some $8,000 million, 
$3,750 million of this taking the form of the 1946 loan. The 
assistance given by the USA over these ten years represents 
roughly double the gold and dollar reserves possessed by the main 
receiving areas at the end of the period 

The supply of dollars has also been raised by American private 
lending But the contribution this has made to Europe’s dollar 
reserves has been small, for the bulk of the U S A.’s foreign 
investments are held in Canada and the Latin-American repubhcs, 
m the form of direct investments in oil, mimng, and manufacturing 
facihties, the products of which can usually be bought only for 
dollars; they have served, indeed, to reduce the dependence of 
the USA on other, non-dollar, sources of supply Private 
American investment abroad still plays, and is likely to contmue 
to do so in these days of unsettled political conditions, a much 
smaller part in promoting world trade than did British investment 
before the First World War 
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INTERNATIONAL MONETARY INSTITUTIONS 
The Bretton Woods conference envisaged that, after an initial 
post-war period of conversion and reconstruction, in which 
American assistance and some measure of direct control over 
international payments would be necessary, rapid progress could 
be made towards a system of liberal and multilateral trade m which 
currencies would be freely convertible, at least for current if not 
for capital transactions The general philosophy expressed at 
Bretton Woods looked to a return to arrangements not unlike 
those of the gold standard, m so far as convertibility and the 
general stability of exchange rates were concerned, but free from 
the defects and rigidities of that system 
All countries were expected to mamtam a high and stable level 
of employment, avoiding both the extremes of deflation and infla- 
tion that, under the gold standard, transferred similar strains to 
the domestic economy of other countries In certain circum- 
stances the imposition of controls, includmg discriminatory 
controls and those over capital transactions, was foreseen as an 
alternative to the fluctuations in interest rates, prices, and em- 
ployment by which adjustments in the balance of payments were 
secured in the strict operation of the gold standard As a last 
resort devaluation was also to be permitted, but only after inter- 
national consultation. To ease the path of international adjustment 
by the provision of credit and to supply the rules of this system 
with some exphcit constitutional authority, two international 
bodies were established, the International Monetary Fund and 
the International Bank for Reconstruction and Development 

The International Monetary Fund 
About sixty countries belong to the IMF, the chief non- 
members bemg New Zealand, the USSR, and the other 
Communist countries of Eastern Europe The Fund plays two 
parts, admmistering the rules of the new system and pooling 
credit 

The most important of the rules is that each member must 
declare a ‘par value’ for its currency in terms of gold and prevent 
fluctuations in its exchange rate beyond i per cent on either side 
of that par value , the Umted Kmgdom chose a par value, when 
the Fund commenced operations m March 1947, equivalent to a 
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rate of exchange of $403=3^1, reduced to $2 80 m September, 
1949 If a country wishes to change its par value by more than 
10 per cent it is obliged under the rules to consult the Fund m 
advance 

In order to protect the system of stable exchange rates against 
temporary disturbances the Fund incorporates a credit pooling 
arrangement. The IMF cannot create international credit , it 
can only lend the gold and currencies that have been deposited 
with it Each member has a quota, expressed in U S dollars and 
related to the size of its pre-war trade Quotas determine the 
voting power and the subscription of each member and the normal 
hmitations on its use of the Fund’s resources 

Each member must pay to the Fund a subscription equal to 
its quota, not more than 75 per cent being payable m its own 
currency and the remainder m gold or U S dollars Quotas at 
30 April 1958 totalled the equivalent of $9,000 million, of which 
that of the Umted States represented $2,750 million and that of 
the Umted Kingdom $1,300 rmllion The Fund’s resources are 
made available essentially on a short-term and revolving basis. 
Members may purchase from the Fund gold and foreign currency 
m return for an equivalent amount of their own currency 
Generally, a member’s purchases of gold and foreign exchange 
may not exceed the point at which they would cause the Fund’s 
holdings of Its currency to mcrease by more than 25 per cent of 
its quota during any twelve-month period, nor if the purchase 
would cause the Fund’s total holdings of its currency to exceed 
twice the amount of its quota The limit to a member’s purchases 
of gold or foreign currency therefore depends not only on its 
previous drawings but also on the purchases of its own currency 
by other countries In addition, however, ‘standby’ arrangements 
can be made to assure the right of a member to the Fund’s 
resources up to specified limits and within an agreed period, 
without reconsideration of the member’s position vis-h-vis the 
Fund at the actual time of drawing 

Drawings are expected to be repaid, as a general rule, in not 
more than three to five years, unless reduced by the purchase of 
the member’s currency by another member Repayments are 
also expected if a member’s monetary reserves increase materially 
Interest charges are imposed on purchases from the Fund ; these 
charges are increased the larger the drawings made by a country 
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m relation to its quota and the longer the period during which 
the Fund holds its currency 

These arrangements are designed to enable member countries 
to cope with purely temporary balance-of-payments difficulties 
without the need for exchange depreciation or severe import 
restrictions The contingencies envisaged included seasonal 
strains, capital movements, and crop failures, for example An 
alteration in a member’s par rate of exchange was envisaged only 
if the country’s balance of payments was in a state of ‘fundamental 
disequihbnum’, a condition that was never precisely defined If 
one country is m such persistent balance-of-payments surplus 
that drawings on the Fund’s holding of its currency by other 
members ‘seriously threatens the Fimd’s ability to supply that 
currency’ (Section 3), the Fund is empowered to declare it a 
‘scarce currency’ In this case the Fund can ration its remaimng 
supply, and the other members can discriminate against the same 
currency m order to avoid the need for pointless restrictions 
among themselves It is not clear whether such a situation would 
imply a ‘fundamental disequihbnum’ on the part of the surplus 
country, calhng for an upwards revaluation of its exchange rate , 
Section 3 was mainly designed to deal with the consequences of 
an American slump. 

The Fund has not been a great success. It provided for a 
moderate and temporary American recession, its founders did not 
foresee the emergency of a persistent dollar shortage due to more 
lasting causes. The cost of the cold war, the inability of member 
countries to prevent inflation, and a tendency to prefer direct 
controls rather than other measures have also induced members 
to disregard the Fund’s rules Speculative movements of short- 
term funds have been larger and more difficult to handle than had 
been foreseen The cumbersome admimstrative arrangements of 
the Fund make consultation almost impossible if secrecy regarding 
exchange-rate adjustments is to be maintained, and the rules of 
the Fund make no provision for the special circumstances in which 
a world currency like sterling is used 

Several countries have ignored even the rules concermng 
stability of exchange rates, some, especially in South America, 
have operated systems of multiple exchange rates, and France, 
Canada and certain other members have allowed their exchange 
rates to fluctuate without declaring a formal par value In 1949 
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rate of exchange of $403=3(11, reduced to $2.80 in September, 
1949 If a country wishes to change its par value by more than 
10 per cent it is obliged under the rules to consult the Fund in 
advance 

In order to protect the system of stable exchange rates against 
temporary disturbances the Fund incorporates a credit pooling 
arrangement The IMF cannot create international credit , it 
can only lend the gold and currencies that have been deposited 
with it Each member has a quota, expressed in U S. dollars and 
related to the size of its pre-war trade Quotas determme the 
voting power and the subscription of each member and the normal 
limitations on its use of the Fund’s resources 

Each member must pay to the Fund a subscription equal to 
its quota, not more than 75 per cent being payable m its own 
currency and the remainder in gold or U S dollars Quotas at 
30 April 1958 totalled the equivalent of $9,000 million, of which 
that of the Umted States represented $2,750 milhon and that of 
the United Kingdom $1,300 million. The Fund’s resources are 
made available essentially on a short-term and revolving basis 
Members may purchase from the Fund gold and foreign currency 
m return for an equivalent amount of their own currency. 
Generally, a member’s purchases of gold and foreign exchange 
may not exceed the point at which they would cause the Fund’s 
holdings of its currency to increase by more than 25 per cent of 
Its quota during any twelve-month period, nor if the purchase 
would cause the Fund’s total holdmgs of its currency to exceed 
twice the amount of its quota The limit to a member’s purchases 
of gold or foreign currency therefore depends not only on its 
previous drawings but also on the purchases of its own currency 
by other countries In addition, however, ‘standby’ arrangements 
can be made to assure the right of a member to the Fund’s 
resources up to specified limits and within an agreed period, 
without reconsideration of the member’s position vis-a-vis the 
Fund at the actual time of drawing 

Drawings are expected to be repaid, as a general rule, in not 
more than three to five years, unless reduced by the purchase of 
the member’s currency by another member Repayments are 
also expected if a member’s monetary reserves increase materially 
Interest charges are imposed on purchases from the Fund; these 
charges are increased the larger the drawings made by a country 
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m relation to its quota and the longer the period during which 
the Fund holds its currency 

These arrangements are designed to enable member countries 
to cope with purely temporary balance-of-payments difficulties 
without the need for exchange depreciation or severe import 
restrictions The contingencies envisaged included seasonal 
strains, capital movements, and crop failures, for example An 
alteration in a member’s par rate of exchange was envisaged only 
if the country’s balance of payments was m a state of ‘ fundamental 
disequihbrium’, a condition that was never precisely defined If 
one country is in such persistent balance-of-paymeots surplus 
that drawings on the Fund’s holding of its currency by other 
members ‘seriously threatens the Fund’s ability to supply that 
currency’ (Section 3), the Fund is empowered to declare it a 
‘scarce currency’. In this case the Fund can ration its remaining 
supply, and the other members can discriminate against the same 
currency m order to avoid the need for pomtless restrictions 
among themselves It is not clear whether such a situation would 
imply a ‘fundamental disequihbrium’ on the part of the surplus 
country, calhng for an upwards revaluation of its exchange rate , 
Section 3 was mainly designed to deal with the consequences of 
an American slump. 

The Fund has not been a great success It provided for a 
moderate and temporary American recession, its founders did not 
foresee the emergency of a persistent dollar shortage due to more 
lasting causes. The cost of the cold war, the inabihty of member 
countries to prevent inflation, and a tendency to prefer direct 
controls rather than other measures have also mduced members 
to disregard the Fund’s rules Speculative movements of short- 
term funds have been larger and more difficult to handle than had 
been foreseen The cumbersome admimstrative arrangements of 
the Fund make consultation almost impossible if secrecy regarding 
exchange-rate adjustments is to be maintained, and the rules of 
the Fund make no provision for the special circumstances m which 
a world currency like sterhng is used 

Several countries have ignored even the rules concerrung 
stabihty of exchange rates, some, especially m South America, 
have operated systems of multiple exchange rates, and France, 
Canada and certain other members have allowed their exchange 
rates to fluctuate without declaring a formal par value In 1949 
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the pound was devalued by 30 per cent m terms of the dollar, 
taking many other currencies with it, without real consultation 
with the Fund 

The scale of post-war economic problems was greatly under- 
estimated when the Fund was set up. Gross drawings from the 
Fund up to 30 April 1958 amounted to $3,016 million, a small sum 
compared with the scale on which U.S assistance has been pro- 
vided by loans and grants. In recent years, however, there have 
been signs that the lending activities of the Fund have at last been 
coming to life, and $1,800 million of this total of drawings was 
provided i the period after 1955 In December 1956, for example, 
in order to meet a sudden lack of confidence m sterling during 
the Suez crisis, the United Kingdom obtained from the Fund a 
drawing of $561 million and a standby arrangement for $739 
million 

The World Bank 

The International Bank for Reconstruction and Development, 
often described as the ‘World Bank’, was set up as a result of the 
Bretton Woods conference to meet a different need, that of 
development rather than payments It was intended partly to fill 
the gap left by the decline m long-term international lending and 
also to provide funds for worthwhile projects which, because of 
their large scale or their very long-term nature, would not 
ordmanly attract private finance The Bank lends only on 
government projects or those that receive a government guarantee , 
It therefore confines itself to fixed-interest loans 

The capital of the Bank is $10,000 milli on One-fifth of its 
members’ subscriptions are paid up, the remainder being callable 
to meet the Bank’s obligations on account of loans it has raised 
Itself Two per cent of a member’s subscription is paid m gold 
or dollars, the remainder being payable in the member’s own 
currency At the end of 1957 the Bank’s available resources 
amounted to $3,375 million, of which $1,321 milhon represented 
payments of subscriptions and $1,269 milhon funds raised by 
the Bank on bonds issued m the USA, the Umted Kingdom, 
Canada, Switzerland, and Holland The remamder consisted 
largely of repayments of prmcipal, and of loans by the Bank which 
had been transferred to other lenders In the eleven years in 
which the Bank had been functioning by the end of 1957, it had 
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disbursed over 12,500 million, about 80 per cent in dollars, in 
loans made m more than forty countries It has also provided 
valuable technical advice to its customers. The Bank has pursued 
a cautious pohcy and, hke the Fund, is too small an instrument, 
if a highly efficient one, to make much of an impact on world 
payments problems 


The International Finance Corporation 
The exclusion of other than government or government- 
guaranteed projects from the World Bank’s operations was the 
mam cause of the establishment of the International Finance 
Corporation m 1956 The Corporation aims at investing in 
commercially productive private undertakings m association with 
private investors in cases where sufficient private capital is not 
available on reasonable terms The Corporation may not hold 
ordinary or preference shares, but this is the only restriction on 
the form of its investments. The Corporation is intended to 
concentrate on investments m mdustries in underdeveloped 
countries and seeks to revolve its funds by eventually selhng its 
assets to private investors The Corporation began hfe with 
thirty-one member countries and capital amounting to $100 
million , It is also authorized to raise funds in the world’s capital 
markets. 


The European Payments Union 

Following the failure of this country to maintain the conver- 
tibility of sterling for more than a few weeks in 1947, trade between 
European countries became entangled in a mass of bilateral 
agreements. Their general effect was to restrict unnecessarily the 
level of intra-European trade. In the following year an attempt was 
made to set up a more satisfactory payments scheme, but this was 
highly cumbersome and did not withstand the devaluation of 
sterhng m 1949. In 1950, assisted by the general recovery of 
Western Europe’s economy, the European Payments Umon was 
established, and its operation, until its dissolution at the beginning 
of 1959, was perhaps the most successful of any of the post-war 
international monetary institutions 
The membership of E P U consisted of those countries m the 
Organization for European Economic Co-operation, a body set up 
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in 1947 to deal with the receipt of Marshall Aid and to promote 
European recovery by co-operation In the O E E C. were all the 
countries of Europe save the Soviet bloc, Spain, Yugoslavia, and 
Finland. The associated monetary systems of O E E C countries, 
such as the franc area and the sterling area, were also linked to 
EPU 

The Union had three mam objects to liberalize intra-European 
trade , to prevent the need for discrimination between its members , 
and to provide an international credit mechanism. Membei 
countries had to refrain from imposing restrictions on a specified 
percentage of their trade with other member countries, and 
non-discmmnation was secured by the clearing system of the 
Umon 

Every month the central bank of each member country reported 
its payments to and from each other member to the agent ol 
EPU, the Bank for International Settlements, which was se1 
up in 1929 to deal with Germany’s war reparations The BIS 
cleared these balances, showing each member’s final position vis-^- 
VIS E P.U as a whole Each country had a quota, measured in 
dollars, withm which its month’s balance with the Union was 
settled partly in gold or dollars and partly by receiving or giving 
a credit from or to the Union as a whole. As its payments depended 
on Its position with the Union and not with other members as 
individual countries, there was no need for any country to dis- 
criminate against any other member country. Up to July 1954 
monthly settlements required gold payments depending on the 
proportion of its quota that each country had used up in its 
cumulative debit or credit position For the followmg year 
monthly settlements for a country still within the limits of its 
quota were half m gold and half in the form of credit, but after 
July 1955 settlement was 75 per cent in gold and only 25 per cent 
in credit A debit coimtry that had exhausted its quota paid 
entirely in gold, and a credit country whose cumulative credit 
position with the Union exceeded its quota received its monthly 
settlement wholly m gold EPU was wound up at the 
beginmng of 1959, when sterling held by non-residents became 
fuUy convertible on current account, for sterling was the mam 
currency used in the international transactions of E P U countries 
The Union has been replaced by the European Monetary 
Agreement 
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European Monetary Agreement 

Under the European Monetary Agreement, payments between 
European countries are now settled loo per cent in gold or dollars, 
and the question of credit facihties is separated from that of clearing 
outstanding balances between member countries A monthly 
clearing is operated, which central banks can, however, choose to 
avoid by allowing balances to be put through the ordinary foreign 
exchange markets, and the maximum amount of ‘interim finance’ 
that central banks are obliged to extend to other central banks 
between monthly settlements is limited Because of certain 
provisions relating to the rates of exchange at which monthly 
settlements take place, it does not appear that the formal clearing 
will be very much used. A European Fund, financed partly by 
the balance of E.P.U. funds, is available for the provision of 
straightforward credits to member countries , at present 
(January 1959) the question of further contributions to the Fund 
by member countries does not yet appear to have been finally 
settled. 


THE BRITISH EXCHANGE CONTROL SYSTEM 

The danger that the facility of converting sterling into other 
curiencies, if freely granted at the existing exchange rate, would 
involve the Umted Kingdom in heavy dollar losses, prevented 
formal convertibility, even for current-account transactions, until 
the end of 1958, and today sterhng held by non-residents that has 
arisen out of certain capital transactions is still restricted in use. 
But even before the relaxation of exchange control over sterling 
held on current account at the end of 1958 sterling was once more 
fulfilling many of the functions Of a convertible currency, because 
the British regulations had been progressively eased so as to permit 
the transfer of sterling from one country to another within certain 
wide limits 

Estimates vary as to the extent sterling is used, but it is thought 
that about two-fifths of the world’s trade has been financed by 
sterling in recent years The Bank of England operates the 
country’s exchange control regulations on behalf of the Treasury, 
but control over imports and exports of merchandise lies with the 
Board of Trade , control over imports from dollar countries and 
from Europe has been considerably relaxed m recent years If the 

2Q 
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Board grants an import licence, or if no licence is required for the 
goods concerned and their country of origin, permission for the 
acquisition of foreign exchange is automatically granted by the 
Bank of England, as long as the regulations concermng currency 
of payment are complied with Certain specified currencies, e g 
those of Canada and the USA, that are received by U K 
residents from export sales must usually be handed over to an 
authorized dealer, usually a bank, within six months Foreign 
travel and emigration are subject to special regulations 

Exchange control by this country is adnunistered according to 
the terms of the 1947 Exchange Control Act and its many sub- 
sequent modifications made in the direction of greater freedom 
The general aim of the British regulations has been to permit as 
widespread a use of sterling as is compatible with the need to 
conserve gold and ‘hard’ or ‘scarce’ currencies, which until 1959 
were mainly United States and Canadian dollars, and to a lesser 
extent E P U -member currencies. 

The following sections outline the general framework of ex- 
change control in the period before the restoration of non-resident 
convertibility at the end of 1958 , an account is of value in present- 
ing a broad survey of the methods used 

Control over the use of sterling is the key to the system of 
exchange control, for sterling balances, that is bank deposits and 
government securities held by overseas residents in the United 
Kingdom, represent short-term claims on this country Sterling 
accruing to North American residents through current transactions 
was fully convertible into dollars even before 1959, and so the 
flow of sterling in this direction was carefully regulated, the 
movement of sterling to E P U countries also set up a con- 
tingent gold and dollar claim The problem of exchange control 
is magnified by the very size of the sterling balances During the 
war Britain’s outlays in India, Egypt, and many other countries 
whose goods and services were vital to her war effort were paid 
for partly by additions to the sterling balances held by these 
countries Their local traders were paid in domestic currency, but 
claims on Britain remained in the hands of their central and 
commercial banks 

Before the war overseas sterling holdings amounted to about 
£750 million By the end of 1947 they had grown to roughly 
£ 2,600 rmllion, of which ,£1,860 million were ‘blocked’ or 
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restricted as to the speed with which they could be drawn on. 
The counterpart of these liabihties exists in the exchange reserves 
of other countries, so that the sterling balances have helped to 
sustain world trade by augmenting the low level of post-war 
international liquidity, which by 1958 was again emerging as a 
serious international problem But they have been a crucial 
element in Britain’s foreign exchange policy, for although only 
part of these balances may be true commercial habihties, in that 


Table 30 Overseas Sterling Holdings^ 



Asi 

1945 

It 31 December 

1947 1949 

1951 

1955 

1957 

Non-sterhng countries 

(£m) 

(£m) 

(ifm) 

(£m) 

(£ni) 

am) 

Dollar Area* 

36 

21 

36 

38 

58 

35 

0 E E C countries 

421 

481 

439 

409 

213 

258 

Other countnes 

in 

807 

589 

571 

426 

275 

Total 

1.234 

1.309 

1,064 

1,018 

697 

568 


— 

— 

— 

— 

— 

— 

Sterhng Area countnes* 

U K colonies 

447 

502 

582 

968 

844 

882 

Other countnes 

2,007 

1,786 

1,771 

1.82s 

2,035 

1,817 

Total 

3,454 

2,288 

2,353 

2.793 

2,879 

2,699 

ALL COUNTRIES 

3,688 

3,597 

3,417 

3,811 

3,576 

3.267 


' Excluding balances held by non-temtonal orgamzauona such as the I M F These amounted 
to ^|4S million at 31 December 1957 

Source Cmd Saoi, 9119. 112 


other countries need to hold a certain volume of sterling for 
trading purposes, the sterling balances have posed a continual 
threat to Britain’s external solvency in the form of a run on 
her relatively small gold and dollar reserve The knowledge that 
this reserve is small in relation to Britain’s short-term habihties 
has tended to intensify the problem of maintaining confidence in 
sterhng 

After the war many bilateral agreements were made with 
individual countries restricting the transfei ability of their sterhng 
balances to other countries, but gradually the aiea of transfer- 
ability has been enlarged Between 1954 and the end of 1958 
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Sterling accounts, that is balances with banks in the United 
Kingdom, were divided into the following categories 

Scheduled Territories 
American and Canadian Accounts 
Registered Accounts 
Transferable Accounts 
Blocked Accounts 

The Scheduled Temtofies are the countries within the sterling 
area, comprising the Umted Kingdom and most other Common- 
wealth countries except Canada, in addition to Eire, Iraq and 
Kuwait, to name some of the most important non- Commonwealth 
members On the outbreak of war, the enemy and most of the 
neutral members of the pre-war sterhng bloc dropped out 

Whereas the pre-war sterling bloc was a spontaneous and 
informal grouping, the post-war sterling area has, from the point 
of view of Britain’s exchange control regulations, a legal boundary 
Residents of the United Kingdom are allowed by the British 
regulations to make payments in sterhng freely to other sterhng 
area residents for both current and capital transactions The 
other members of the sterhng area generally allow a similar fieedom 
regarding payments in sterhng within the sterhng area as far as 
current transactions are concerned (and as far as their import 
licensing restrictions peimit), but some of them, e g. South Africa, 
Australia, and New Zealand, control capital transfers But by and 
large there is a wide measure of freedom in the use of sterhng 
within the area 

American and Canadian Accounts refer to sterling balances held 
by residents of the United States, Canada, and a number of 
South American countries, for example Bohvia, Cuba, Mexico, and 
Venezuela Sterling held in these Accounts was freely convertible 
into dollars or gold (through the London market) and could be 
transferred between the residents of diffeient countries within the 
group as a whole. 

Registeied Accounts were those held by residents of countries 
outside the sterling area other than those of American and 
Canadian accounts and were sterhng balances earned by the sale 
of gold in the London market or by the sale of dollars to an 
authorized bank in the U K They could also be fed from an 
American or Canadian account Sterhng held m registered 
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accounts was freely convertible into Canadian and U S dollars 
and could be used to purchase gold in London From our point 
of view, therefore, they weie indistinguishable from American and 
Canadian accounts, which for the sake of convenience can all be 
called American accounts 

Transferable Accounts referred to sterling held by residents of 
all other countries outside the sterling area and the American 
Account system Payments could be made from any one trans- 
ferable account to another, eg a trader in Holland could use his 
balance in London to pay for goods bought from a trader in 
Belgium 

Fmally, there remain the Blocked Accounts These arise through 
certain transactions of which the sterling proceeds are not placed 
at the free disposal of non-residents, e g through certain security 
transactions Transfers between blocked accounts, however, are 
permitted freely For the moment they can be ignored 

There were thus three groups of countries in the pre-1959 
system the sterling area, the dollar area, and the transferable 
account area, within each of which the use of sterling was free 
from restriction by the British exchange control authorities and 
wholly or relatively free from interference by the authorities of 
the other countries concerned What of their relationship to each 
other ? The general principle was that the Bank of England would 
permit the free transfer of sterlmg from a relatively ‘hard’ area 
to a relatively ‘soft’ area 

In other words, sterling from an American account could be 
paid without restriction into a transferable account or a sterling 
area account As far as the British authorities are concerned, 
sterlmg could be paid from a transferable account to a sterling 
area account, but not, without their permission, to an American 
account Permission was required for the payment of sterling 
from a sterling area account to transferable or American accounts , 
this generally depended on the system of import licensmg 

In this way sterhng could be used over wide areas as an inter- 
national currency It was not fully or formally convertible by 
non-residents until 1959, as it is on current account now that 
payments can be freely made from what were transferable accounts 
to American accounts (as was also the case for a brief period in 
1947) But sterhng held m transferable accounts and by residents 
m certain sterlmg area countries could be transferred into dollars 
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through various channels, and the scope for converting sterling 
into dollars, at some rate of exchange, was much more extensive 
than these regulations might seem to indicate. 

The Extent of Convertibility 

First, sterling accruing to a transferable account could be 
handed over to the central bank of the country concerned, so that 
the country established a claim on E P U , and the United 
Kangdom mcurred a corresponding debit to be settled either 
75 per cent or wholly m gold 

Secondly, the private owner of sterhng held m a transferable 
account could sell his sterling for dollars on one of the free markets 
existing m transferable account sterling, e g m Zurich or New 
York The buyer of the transferable account sterling on the 
market had also to be, nominally at any rate, a resident in a 
transferable account country, so that as far as Britain was con- 
cerned no direct dollar loss was involved As the buyer of this 
sterling was restricted m its use to payments to other transferable 
accounts or to sterhng area accounts, this sterling was not as 
useful as American account sterling It therefore commanded a 
dollar price lower than Ameiican account sterling on the official 
London and New York markets The size of the discount on 
transferable account sterling depended on the volume of sterling 
held in these accounts and on the demand for sterling as opposed 
to the demand for dollars by residents of these countries 

From 1955 the Bank of England also operated so as to support 
sterhng in thus market at times when the discount widened to an 
undesirable extent, mainly in order to prevent ‘commodity 
shunting ’ This was a process whereby sterling goods, like wool 
or rubber, could be bought for sterhng from a transferable account, 
ostensibly for consignment to, say, Holland, but shipped to a 
dollar country for payment in dollars, which could then be used 
to recover transferable account sterhng at a profit, if the discount 
on transferable sterhng was in excess of the extra handling costs 
The result was that sterhng area sales that would have otherwise 
augmented the sterlmg area’s dollar reserves (or reduced the 
sterling area’s liabilities to the dollar world) merely reduced the 
total of transferable account sterlmg outstanding 

Thirdly, although private residents of the sterlmg area do not 
have an automatic right to convertibility, the sterhng balances of 
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Sterling area countries have been convertible into dollars as part 
of the arrangement whereby members of the area have access to 
Its central pool of dollars, restraint m the use of the dollar pool 
being a matter of informal understanding as far as the self- 
govermng members of the area are concerned The extent to 
which residents of the United Kmgdom can obtain imports from 
dollar sources is governed by this country’s system of import 
hcensing 

Fourthly, m certain sterling area countries, such as Kuwait and 
Hong Kong — to which sterhng payments are ‘screened’ by the 
Bank of England — ‘free’ markets exist m which sterlmg held by 
residents of these countries may be sold for dollars As this 
sterling is ‘resident’ sterling, that is restricted to use in the 
sterling area only, this species of ‘free’ sterling would usually 
command a lower dollar price than transferable account sterling 
Fifthly, blocked sterhng (which still exists) can also be sold for 
dollars, at a price, to non-residents wishing to purchase British 
securities. 

Finally, certain commodities produced in dollar countries could 
even before 1959 be sold through the London market to residents 
of other countries, other than American account countries, for 
sterhng 

The Step towards Full Converttbihty on Current Account 
At the end of 1958, in concert with similar steps taken by other 
European countries, the British government announced an im- 
portant measure of relaxation of the system just outhned. The 
distinction between American, transferable and registered accounts 
was abolished, and a homogeneous class of ‘external account’ 
sterhng was created, within which transfers are freely permitted 
at the official rate of exchange This move was made possible by 
the considerable improvement m the strength of sterling m 1958 
It should be noted that capital transactions are still subject to 
control Restrictions on capital transactions will probably be more 
enduring, particularly on those by residents of the sterling area 
themselves, who are unlikely to be allowed to purchase non- 
sterling assets freely in the foreseeable future The risk of an 
outflow of capital arising through political changes, or through 
the fear of political changes, is an obvious obstacle to greater 
freedom in this sphere. 
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Blocked Accounts and Security Transactions 

Blocked accounts, which still exist, refer to certain sterling 
balances held by residents of countries outside the sterling area, 
other than Denmark, Norway, and Sweden. The purpose of these 
accounts is to hold funds that are not placed at the free disposal 
of non-residents, fimds arising mainly from capital transactions 
Non-residents of the sterling area may use foreign exchange to 
buy British securities m London, for example, but the proceeds 
of resale are generally placed m a blocked account Sterhng in one 
blocked account may be transferred to another and may be used 
to buy a sterhng security on a stock exchange in the United 
Kmgdom as long as that security cannot be redeemed withm five 
years, the proceeds on maturity bemg remittable to the holder’s 
country 

Blocked account sterhng is negotiable in ‘free’ markets abroad 
A holder of blocked sterling may sell it for dollars in New York, 
as the purchaser can only use this sterling to buy sterlmg securities, 
this brand of sterhng, too, will also generally stand at some 
discount below the dollar exchange rate for external account 
sterling Blocked account sterling has become known as ‘security 
sterling’ because of the use to which it may be put It is also 
sometimes described as ‘switch’ sterhng 

At the other end of the scale are residents of the Umted 
Kmgdom, who can buy non-sterling securities only from other 
U K. residents or by first purchasing for sterling the foreign 
currency held by other U K residents as a result of their sales of 
securities If a U K resident sells a non-sterhng security abroad 
he must either reinvest the proceeds withm a certam period m 
another security payable in the same currency, or hand over the 
foreign currency obtamed to the British authonties (or lodge the 
proceeds to the order of a bank if they are blocked by the regula- 
tions of the country concerned) The dollar counterpart of dollar 
securities held by U K residents is often described as ‘ security 
dollars’, since their use is circumscribed m this way The price 
at which security dollars change hands between U.K residents, 
given the size of the total pool of security dollars, depends on the 
desire by U K mvestors for American or Canadian securities 
rather than British stocks This desire reflects ordinary mvestment 
considerations, including tax concessions on overseas stocks, and 
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the relative preference for assets valued m dollars rather than in 
sterhng Security dollars have commanded a premium — the 
so-called ‘dollar premium’ — ^which is reflected m the prices of 
American and Canadian securities quoted on the London Stock 
Exchange as compared with their prices quoted in the U S A. or 
Canada, converted at the official rate of exchange The size of the 
dollar premium may also be influenced by the action of the 
British authorities, who have periodically sold part of their own 
holdings of dollar securities requisitioned durmg the war. 

THE POST-WAR STERLING AREA 

The British system of exchange control formally dehneates the 
post-war sterling area, but it remains essentially a group of 
countries bound by a complex of economic and political ties, 
rooted m custom but sustained by the awareness of its reciprocal 
advantages. On the one hand the British authorities permit 
almost complete freedom in the use of sterhng within the area, 
and on the other the rest of the group, with the main exception of 
South Africa since 1948, place the greater part of their dollar 
receipts in the central reserve held by Britain on behalf of the 
area as a whole The main foreign exchange reserves of the 
members of the area outside the United Kingdom, that is to say, 
are held individually as sterling balances m London 

In acting as banker to the sterling area, Britain, too, has access 
to the central pool of gold and dollars, and these reserves help to 
support London’s business as a financial centre, which contributes 
towards Britain’s invisible income Britain also receives a large 
part of the benefit of whatever discrimination in import restric- 
tions or exchange control is practised by the sterhng area against 
the rest of the world, especially against the dollar area, with the 
aim of keeping the central reserve intact, so that British exporters 
receive some measure of protection against outside competition 
However, the extent of this discrimination has greatly diminished 
in recent years 

The other members of the sterling area derive certain advantages 
from keeping their reserves m sterhng, which is an acceptable 
medium of payment in many countries Their sterling balances 
can be converted into dollars in order to meet their own dollar 
deficits when necessary, by drawmg on the central reserve , and 
poohng economizes the use of reserves Britain has been playing 
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a growing part in the trade of the Colonies since the war and a 
somewhat iimmshing one m that of the independent members 
of the group, but even here she remains their largest single trading 
customer. The pattern of trade with Britain is still basically 
complementary, if less so than before the war Britain exports 
manufactured goods to the rest of the sterling area and takes their 
agricultural produce and nunerals in return, offering an open 
market that the U S A , for example, with its own important meat, 
dairy, wool, and nuning mterests, cannot 

Finance has played a great part m the development of the 
sterling area and m the benefits enjoyed by individual members 
The Umted Kingdom has always been the main source of overseas 
capital for the Commonwealth members of the area Access to the 
London market is a quid pio quo for the willingness of other 
members of the area to pool their dollar reserves and exeicise 
restraint in their use Since the war there has been a tendency 
for the Colomes to be net savers and the independent members to 
be net spenders of the dollar pool, but fundamentally the flow of 
capital within the area depends on the abihty of Britain to save 
sufficiently to meet the investment needs of the rest of the aiea 
in addition to those of her own 

Dravnngs by the Colomes on the central reserve can, of course, 
be controlled ffirectly by the British government Apart from this, 
the operation of the sterling area is remarkably informal The 
United Kingdom’s influence is naturally strong, but there is no 
central control over the area , its members, other than the Colonies, 
pursue their own economic policies, ahgned only by informal 
contact between Ministers and officials No legal restrictions are 
placed by the Umted Kingdom on resort to the central pool by 
other sterlmg area countries Apart from the Colomes, the latter 
are bound only by self-restraint, by the size of their sterhng 
balances, on which they have to draw m order to obtain dollars 
from the pool, by the knowledge of the advantages that these 
arrangements bring to them, and by the ability of Britain to 
supply them with both capital and goods on terms as favourable 
as other countries The supply of capital from Britain to the rest 
of the sterhng area in the short run enlarges the abihty of the 
receivmg countries to draw dollars, it is true, for it adds to their 
sterling balances But in the long run the willingness of member 
countries to place their dollar earmngs in the pool, and thus their 
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membership of the sterhng area, depends m part on the assurance 
that British capital will be forthcoming if necessary 

Because of the function of the reserve of gold and dollars held 
by the United Kingdom as a central reserve for the whole group, 
the balance of payments of the sterhng area as a whole with the 
rest of the world, particularly with the dollar world, is of more 
importance than the balance of payments between the members 
of the area A special responsibility falls upon Britain as custodian 
of the reserves As the financial centre of the sterhng area, for 
example, London feels, m the form of an outflow of funds, the 
mam effects of any weakness in sterling, of any lack of confidence 
in the exchange rate, and perhaps of any speculation in favour of 
another major currency. As changes in the balances of payments 
of the rest of the sterhng area will be reflected in the movement 
of sterhng balances, they will also impinge on the state of the 
London capital market, depending on the form m which the 
balances are held 

As banker to the area, Britam must usually be the first to 
correct a serious loss of dollars from the pool until the other 
membeis of the area take appropriate measures By the nature 
of their econormes the primary-producing countries in the steihng 
area possess less flexibihty in the policies they can puisue 
Economically the weightiest member of the area, the largest 
importer of dollar goods, and the focal point of foreign attention, 
a large part of the responsibility of mamtaimng the reserve intact 
falls on Britain Since the war both banker and customers have 
contributed to the sterling area’s financial difficulties 

STERLING CRISES I947-1957 

At the end of 1937 the gold and dollar reserve held by the 
Umted Kingdom amounted to over $4,000 million, equivalent to 
more than four-fifths of the annual imports by the whole sterling 
area from non-sterling countries, or nearly 100 per cent of their 
imports if the $500 milhon held by the other sterling countries in 
gold is taken into account At the end of 1 957 the United Kingdom 
held $2,373 million m gold and dollars and the rest of the sterling 
area about $1,000 million, a total that by this time was equal to 
only one-quarter of the sterhng area’s imports from the outside 
world In 1937 the central reserve was approximately one-third 
larger than the sterhng balances , at the end of 1957 the reserve 
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covered only one-third of the sterhng balances outstanding, the 
deficiency having been even larger before the devaluation of the 
pound in 1949 This fall in the ratio of reserves to imports and to 
short-term liabilities summarizes the central problem of the 
sterling area in the post-war world 

Figure 9 reproduces the fluctuations in the central reserve of 
gold and American and Canadian dollars held by the Exchange 
Equalization Account on behalf of the sterhng area In the post- 
war decade the reserve has been subject to periods of intense 
strain that justify the description of ‘crises’, in that the reserve 



Fig 9 United Kingdom gold and dollar reserves 
1946-57 (quarterly) 

has not been large enough to stand even temporary stresses without 
the application of corrective but crude expedients to stem the loss 
If the purpose of a reserve is to tide over a temporary deficit, it 
may be said that the sterhng area’s reserve has hardly been one at 
all The explanation is that in the first half of the post-war 
decade, at any rate, the sterling area was runmng such a large 
deficit each year, financed partly by American assistance, that any 
marked change for the worse threatened to brmg the reserve to 
exhaustion, and throughout the whole period a loss of dollars on 
current account has tended to be magmfied by capital movements. 
The smaller the reserve, the greater is the tendency of other 
countries to draw upon it for fear of its exhaustion or to speculate 
against sterling in anticipation of its devaluation The central 
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reserve has been too small to allow a long-run economic policy 
to be pursued without interruption by undesirable short-term 
safety measures 

There has been no single cause of the ‘crises’ of 1947, 1949, 
1951, 1955 and 1957 With the possible exception of 1949 and 


Table 31 Gold and Dollar Transactions of the Sterling Area — 
the Years of Crisis, 1947-37 
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to some extent that of 1957, serious inflation has certainly played 
Its part, and the dollar problem would have been of a different 
magmtude if inflation in the United Kingdom and in the rest of 
the sterhng area, especially in Austraha and India, had been 
prevented But the crises of 1947 and 1949 form part of the 
post-war dollar problem, whereas those of 1951, 1955 and 1957 
had more local causes 
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The 1947 crisis occurred in July-August -when, under the 
Anglo-U S loan agreement, currently accruing sterling held by 
non-residents was made freely convertible for current transactions 
The speed with which this facihty was exploited added to the 
already very large dollar defiat of the sterhng area due to the need 
to restock with dollar goods at a time of rising American prices. 
Without the fiasco of convertibility, which had to be suspended 
after five weeks, the dollar deficit could have been met by the 
American and Canadian credits, of which $3,273 milhon had to 
be drawn in 1947 By the end of the year these loans, which had 
been intended to tide Britain over four years of reconstruction, 
were practically exhausted 

In 1949 the United Kingdom achieved a small overall surplus, 
and the dollar deficit of the whole sterhng area was not much more 
than one-third of that m 1947 and even smaller than that of 1948, 
which was an uneventful year The total loss of reserves, thanks 
to Marshall Aid, was only $167 million, compared with $223 
million m 1948 and $618 milhon in 1947 Nevertheless, in 1949 
the pound had to be devalued, whereas in the much more un- 
favourable year of 1947 the exchange rate was maintained 

The immediate reason was a decline in the dollar reserve in the 
summer of 1949 to its lowest post-war figure, owing to a combma- 
tion of three factors • a sharp fall in sterling area export receipts 
resulting from the American recession of that year, a purely 
seasonal dechne m commodity earnings m July-September , and 
widespread speculation against sterhng due to the expectation of 
a post-war realignment of exchange rates in which the devaluation 
of the pound, it was not difficult to predict, would play a leading 
part 

The crisis of 1951-2 was largely a consequence of the Korean 
war. Following a year m which imports had been restricted by 
official controls, which had been tightened to deal with the crisis 
of 1949, Britain and the rest of the sterling area experienced a very 
sharp mcrease in the volume of imports needed to rebuild stocks 
This occurred at a time when import prices had risen substantially 
following the great demand for commodities stimulated by world- 
wide rearmament, but sterhng area commodity export receipts 
were begmnmg to fall owing to the retreat of commodity prices 
from their peaks as the almost panic-stricken demand for materials 
subsided Britain’s exports to dollar countries were restricted by 
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the strong pull of inflation both at home and m other sterling 
markets With U S aid now at a low level, the central reserve 
fell with alarnung rapidity after the middle of 1951, Bntam being 
joined by Australia, India, Pakistan, and Eire as large drawers on 
the dollar pool 

In 1955, when world trade was rising rapidly, commodity prices 
were fairly stable, and external conditions generally favourable, 
the Umted Kingdom was mainly responsible for the loss of dollars 
A sharp increase m the volume of imports occurred owing to 
inflation and the need to augment stocks after a year in which 
their level had not kept pace with national expenditure The 
relaxation of controls also played its part In the second half of 
1956 a further fall m reserves took place, a small increase in 
Britain’s dollar imports coincided with a seasonal decline in 
sterhng area commodity receipts, with the emergence of a laige 
deficit m India’s balance of payments owmg to her ambitious 
development programme, and with the Suez crisis, which caused 
a widespread loss of confidence in sterhng 

In 1957 the stram in the gold and dollar reserve was concentrated 
mainly in the third quarter The usual seasonal deterioration was 
accentuated by a fall in the export earmngs of several sterling 
area countries other than the Umted Kingdom, owing to the 
decline in commodity puces associated with the slackening of the 
world boom At the same time a partial devaluation of the French 
franc set off an intense movement of currency speculation in 
Europe, centring on the belief that the Deutsche Mark was about 
to be revalued upwards, the withdrawal of funds from the U K 
by non-residents led to large deficits with the E P.U Thirdly, 
the rise m wages and prices m this country led to growing doubts 
as to the determination and the abihty of the British government 
to prevent a devaluation of sterling 

In the fourth quarter of the year the loss of gold and dollars 
was reversed The sharp increase m Bank rate from 4I to 7 per 
cent in September checked the loss of confidence in sterhng, and 
the receipt of a loan of ^248 million from the U S Export- 
Import Bank reinforced the change in sentiment Statements by 
the German authorities that no change in the value of the Deutsche 
Mark was contemplated halted the movement of funds into 
Germany Taking 1957 as a whole, the position on capital account 
showed an improvement, m that the rise in the gold and dollar 
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reserves of ^50 million was accompanied by a fall m the sterling 
balances of £178 milhon 

Over the ten years 1946-56 the central reserve of the sterling 
area fell by nearly $350 million But the total dollar deficit of the 
area was roughly $10,000 million, practically the whole of which 
was met by grants and loans from the United States, Canada, the 
World Bank, and the IMF In more ways than one, however, 
the devaluation of sterling marks a dividing line in this record, 
for more than three-quarters of the deficit was incurred in the 
four years 1946-49 

Over the period as a whole there has been a fairly persistent 
pattern of dollar transactions The United Kingdom has had a 
large current deficit with dollar coimtries and Western Europe, 
not entirely offset by grants and loans Since 1949 the rest of the 
sterling area has had a net gold and dollar surplus, but within this 
group there has been a division between the Colonies and the 
independent members of the area The former have earned a 
surplus each year with the dollar area, the latter have generally 
been in deficit, but making up for tlus by the sale of gold, largely 
by South Africa, in London Since 1947 the United Kingdom 
has had a large current surplus with the rest of the sterling area 
that has exceeded the contributions of this group to the central 
gold and dollar pool 

That the sterling balances of the rest of the sterling area, as 
Table 30 indicates, were larger at the end of 1957 than twelve 
years earlier is due to the flow of capital to these countries as a 
whole from the United Kingdom, which has been of the order of 
the dollar loans and grants received by this country The mam 
beneficiaries have been South Africa and Austraha, but part of 
the outflow has taken the form of short-term funds, especially in 
the movement of ‘hot’ money during the 1947 crisis The rise 
in the sterling balances of the Colonies is also m part due to the 
mvestment in these countries of Umted Kingdom funds, including 
government grants, but it reflects in large measure the fact that 
the contribution to the dollar pool made by these countries has 
exceeded Britain’s surplus with them. The Colomes have thus 
been net lenders to the sterhng area. The various marketing 
boards m the Colonies withhold part of their commodity earmngs 
from producers in good years, m order to tide them over bad 
times , and the operation of the currency systems of the Colomes 
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generally makes it inevitable that foreign exchange rese 
transformed mto sterhng balances 


BRITAIN’S POST-WAR BALANCE OF PAYMENTS 

Whereas her productive capacity was not as greatly^ 

by the war as that of other European belligerents, Britain 3 p 

m international trade and finance had been more sen n . 
damaged The war transformed the United Kingdom ‘ 
creditor into a net debtor on capital account At the en 0 193 
Britain possessed overseas investments with a nomina va ue 0 
/3,545 million and a gold and dollar reserve of near y /ji,ooo 
million By the end of 1945, the nominal value of 
investments had fallen to £2,329 million and the gol an t o ar 
reserve to £600 million, long-term liabilities to the U. . on 


Table 32 Annual Current Balance of Payments of the 
United Kingdom, ig24-47 
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-381 

-346 
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Current 

baliincc 
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+67 

—21 

-370 


Bank for International Settlement 


■ The Sterling Area' (Basle. January 1953) 


Canada of £1,200 million had been incurred, and the sterling 
balances had risen to £3,700 milhon In round figures, Britain’s 
net overseas assets of £3,500 million had been turned into net 
overseas liabilities of roughly £2,000 million by nominal value 
In market values the position was less serious, owing to the use 
in the prices of Britain’s equity investments abroad after the wai 
As a counterpart to this deterioration on capital account, net 
interest earnings were lower at the end of the war than befoie it, 
even though the low rate of interest payable on the sterling 
balances during the period of ‘cheap’ money helped to soften the 
loss The invisible balance as a whole, however, suftcred two 
additional changes for the worse Britain’s merchant fleet at the 
end of the war was only half its pre-war size, and heavy govei nmeat 
payments had still to be incurred on military and other overscub 
transactions 
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Table 32 shows that if the invisible surplus of the pre-war years 
had been earned, Britain would have started the post-war era with 
a small current surplus The deterioration on hei invisible account 
was even more serious than Table 32 appears to indicate, for while 
both import and export prices had risen substantially since 1938, 
Britam’s terms of trade had deteriorated , the post-war equivalent 
of the pre-war visible deficit would have been about £goo milhon 
Evidence of Britain’s post-war recovery in the face of these 
problems is not hard to find By 1957 her industrial production 
was runmng 50 per cent above that twenty years earlier, and 
despite the heavy burden of defence the volume of exports m 1957 
was 70 per cent above the high pre-war level reached m 1937 
The composition of Britain’s exports has altered in favour of 
those manufactured goods, like engineering products, in which 
the rise in world trade has been relatively fast, many of the 
structural maladjustments of the inter-war years have at last been 
righted However, as import prices had almost quadrupled over 
these twenty years whereas Britain’s export prices had only trebled, 
this 70 per cent increase in visible exports was needed to pay for 
a practically unchanged volume of visible imports. 

As Table 32 shows, the Umted Kingdom’s current balance of 
payments has experienced wide fluctuations, associated mainly 
with swings in the value of visible imports. These have been due 
to three causes — bursts of inflationary pressure, fluctuations in the 
level of stockbuilding, and changes in import prices All three 
were responsible for the large visible deficits of 1947 and 1951 
and the first two for the smaller one of 1955. Conversely, the 
years in which a current surplus has been earned have been 
mostly those in which the level of stockbuilding was relatively 
low and even negative (as in 1950) or in which import prices have 
fallen (as in 1952-3 and in 1958) 

The United Kingdom’s invisible balance has improved con- 
siderably since the end of the war In some years the invisible 
surplus has surpassed the pre-war average, despite the high cost 
of government expenditure, largely on our military bases overseas 
The volume and the value of Britain’s visible exports have followed 
a relatively steady upward curve 

Since the remarkable economic recovery of Western Germany, 
Britain’s exports have had to fight for increasingly competitive 
markets, as Table 33 indicates, but the rapid rise in world trade 
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has enabled Britain to increase the volume of her exports despite 
a fall in her share in overseas markets after 1950 Between 1948 
and 1956 the average annual rate of increase in world trade in 
manufactured goods was nearly 9 per cent, against one of only 
2 per cent in the first forty years of this century and one of 4 per 
cent in the second half of the last. Owing to the liberalization of 
import pohcies and the pattern of industrialization, world trade 
grew even more rapidly than world production of manufactured 
products in the post-war decade, and it is not difficult to see in 
this remarkably rapid growth of trade an element of abnormality, 
the passing of which would result m even keener competition in 
international trade. 

Table 34. Shares m World Exports of Manufactured Goods, 

1937-57 

1937 1950 1957 
(%) (%) (%) 

United Kingdom at 9 as S 18 i 

Western Germany aa 8 73 17 s 

Other European countries 33 2 30 2 27 6 

United States 199 a? 3 353 

Canada 49 6 a S 5 

Japan 73 35 60 

SOUBCE Board of Trade Journal 

Her post-war debts, the role that she plays as centre of the 
Commonwealth and sterling area, and the heavy cost of armaments 
place upon Britain’s shoulders tasks that many of her competitors 
do not have to bear To play the part of a major world power, to 
act as financier to the sterlmg area, and to enjoy the fruits of 
modern technology in the form of a high level of consumption 
for all, demands a level of productivity in excess of that so far 
achieved. The government has stated that the United Kingdom 
requires a current surplus averaging £300 million per annum, m 
order to repay its debts to North America, repay holders of 
sterlmg balances, invest in the Commonwealth, and to rebuild the 
gold and dollar reserve to a level at which the inevitable distur- 
bances that occur from year to year may be more easily withstood 
In the absence of a sufficient rise in output this aim requires either 
a level of savmg m excess of the average experienced since the war 
or the dimmution of Britain’s ambitions m the field of mihtary 
power or home mvestment 
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In theory a solution nught be sought along any or all of these 
lines However, some economists would argue that to curtail home 
investment would be a self-defeating remedy, detrimental to 
Britain’s productivity They would prefer to see a higher level of 
saving, achieved if necessary by the government, even at the cost 
of mcreased taxation, or would even advocate the abandonment 
of Britam’s role of international banker, on the grounds that the 
maintenance of foreign confidence in sterling, which is crucial to 
the role of London as a financial centre, may require a policy with 
a deflationary bias But whether either of these two paths could 
be followed without yet more serious economic and political dis- 
advantages IS doubtful The experience of recent years is not 
unprormsing, saving has been held at an encouragingly high 
proportion of the national mcome, and with the progress of post- 
war reconstruction m the case of both fixed assets and stocks, the 
demands of domestic investment have become somewhat less 
pressing. The most satisfactory solution, however, would be an 
improvement m Britam’s efficiency in relation to that of her 
competitors, brought about by a more economic use of her exist- 
ing assets 
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CHAPTER 42 

GOVERNMENT POLICY AND 
ECONOMIC STABILITYlo 

That government action and inter-government co-operation are 
required to prevent the extremes of depression and inflation is 
now a commonplace But m the reaction from laissez-faire and 
fatahsm the extent to which governments can control the course 
of economic activity in order to maintain what is all too loosely 
described as economic stabihty stands in danger of being exag- 
gerated. The object of this chapter is to introduce some of the 
problems regarding the ends and means of economic policy. 

THE RECONCILIATION OF ENDS 
In the field of economics the art of government is not so much 
the art of the possible as that of balancing the incompatible It is 
not difficult for an authoritanan government to achieve any one 
aim if It is prepared to sacrifice others with which this is irrecon- 
cilable. In a free society, however, the government’s powers of 
coercion are limited, and its econonuc pohcy must conform with 
certain pohtical ends which may even be conflicting As a result, 
for example, the scope of government action is limited by the 
hberty of the individual to choose his occupation and his place of 
work and to dispose of his wealth accordmg to his tastes, and by 
the mstitution of free or collective wage-bargaimng Political 
considerations are implicit in most acts of economic policy, if 
only because most economic measures influence the distribution 
of real incomes, and on the surface of our political life, at least, 
this has been a matter of vigorous controversy, often overshadow- 
ing the technical aspects of economic pohcy 

On the techmcal plane, objectives that seem desirable in them- 
selves may be difficult to reconcile. Is it stability of employment, 
of prices, or of exchange rates at which economic policy is to aim ? 
The gold standard, for example, gave priority to the stabihty of 
exchange rates, implymg a lack of control over employment and 
prices Since the Second World War, on the other hand, politicians 
have promised, and the commumty has demanded, the best of all 
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worldsj but it is apparent that stabihty of employment may not 
be possible without some mstabihty of domestic prices or exchange 
rates 

Of course, ‘if only’ consumers, trade-unionists, and business- 
men would refrain from pursuing paths that they conceive to be 
in their best interests, policy-making would be that much easier 
Greater working effort, voluntary restramt m spendmg, m demand- 
ing higher wages, or m seekmg high profits, for example, would 
help the government to prevent inflation. Smce the war, govern- 
ments of both political parties have sought to use exhortation as 
an economic instrument, partly out of an appeal to a collective 
self-interest and partly out of the belief that the need for ‘ restraint ’ 
is also a moral one This may be so, but the task of any government 
IS to succeed in an imperfect world, and exhortation is tantamount 
to an admission of the hnutations of policy-making and perhaps 
of policy-makers as well 

How Much Unemployment ? 

A White Paper of 1944 pledged the Coahtion Government to 
the maintenance of a ‘high and stable’ level of employment. 
Since then this objective has been recast in the pohtically more 
highly charged term ‘full employment’, of which no precise 
definition exists that both commands general assent and serves as 
a reliable guide to economic policy In the opimon of some 
economists, mcluding the author, the choice of techmcal instru- 
ments for preventing inflation is secondary to the question of 
whether inflation can be avoided at all once the level of unemploy- 
ment falls below a certain level This fear is not based on the view 
that heavy unemployment is desirable m order to break the 
bargaimng power of trade imions or, mdeed, that trade umons 
should be held responsible for the existence of inflation It rests 
on the observation that the level of aggregate demand which is 
necessary to depress unemployment below a certam figure is 
bound, by the very nature of the problem, to be one that is 
chromcally m excess of aggregate supply, resultmg m a contmual 
upwards pressure on wage-rates and prices as a result of the 
competition by employers for scarce labour 

The question is one of deciding at what pomt the unsatisfied 
demand for labour exceeds the number of suitable people available 
for work Some frictional unemployment is inescapable, for the 
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flexibility needed by a changing economy is incompatible with 
guaranteeing everyone continuous employment The less mobile 
IS labour the larger will this frictional unemployment tend to be, 
especially when unemployment is concentrated in particular areas 
owing to depression m certain industries It is also usually accepted 
that there is also a small element of the working population that is 
ordinarily unemployable, in the sense that there are some people, 
usually of above-average age, who are unable to obtain regular 
work except in tunes of acute labour shortage There is therefore 
some level of unemployment that cannot be reduced except in 
conditions of demand inflation. 

There is certamly room for argument as to the measure of this 
rmmmum level and its application m practice The need to allow 
for geographical differences m the state of the labour market, the 
degree of mobihty of labour, and the extent to which the official 
statistics of unfilled vacancies are a true representation of work 
available are examples of factors that comphcate the practical 
apphcation of any general rule As to the main issue of prmciple 
involved, average unemplo5Tnent over the year has fallen to as 
httle as I per cent in the post-war decade, and with this experience 
the idea of what can be considered a normal level of unemployment 
in an economy in fuU employment has generally become more 
ambitious in pohtical and industrial circles. The experience of 
the post-war years also mdicates, however, that whereas the 
difference between a level of unemployment of i per cent and of, 
say, 2 or per cent is quantitatively small, there is likely to be an 
important qualitative difference in the state of the labour market , 
and the opinion of the author is that a true level of full employment 
is one with average unemployment somewhere between 2 and 3 per 
cent At this level, the number of unfilled vacancies notified to the 
employment exchanges might fall short of the number of un- 
employed, the former would probably underestimate the full 
extent of available work 

THE DIFFICULTY OF ENDING INFLATION 

It is more difficult to bring inflation to an end than to prevent 
It from starting When order-books are substantial, business 
expectations bghly optiimstic, and consumers accustomed to the 
idea of continually rismg prices, the abihty of government policy 
to check aggregate expenditure through monetary or fiscal action 
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IS greatly weakened Moreover, to some the cure may seem as bad 
as the disease This is because inflation can only be halted if a 
sufficient part of the population is prevented from reacting to the 
previous rise in prices by maintaiiung their real expenditure (or 
by raising their real expenditure by as much as national output, 
if the latter is increasing) It is because the reactions of consumers, 
businessmen, and trade umonists may be entirely defensive, and 
therefore seem entirely just, that the process of inflation is often 
protracted in the form of cost inflation, which is not terminated 
when each round of excess demand is removed Ultimately it 
may be impossible to halt inflation without causing a temporary 
fall m total demand to below its full-employment level, for 
government policy may fall with particular force on certain sec- 
tions of the economy, and trade unionists and businessmen may 
not be convinced that defensive price and wage increases cannot 
be supported indefinitely unless some degree of recession occurs, 

INFLATION AND ECONOMIC GROWTH 

The contention that a satisfactory rate of economic growth is 
impossible in a free society without some degree of inflation is 
one that has its supporters , it stems from the opimon that a high 
level of capital investment will not be achieved in a private- 
enterprise economy without the stimulus afforded by the high 
profits and the high wage costs of inflation umnterrupted by even 
a light and temporary recession Were this so, the future of 
private industry might be bleak, for the case for nationalization 
and the extensive use of direct controls would be greatly 
strengthened. 

The social tension and mjustice created by inflation, in which 
the econonucally weak are the sufferers, may seem to many to be 
its chief or even sole disadvantage, but in the opinion of the 
author inflation has serious econoimc drawbacks even m an 
economy free from balance-of-payments difficulties Easy profits 
blunt the working of the price mechanism and lead to the mis- 
direction of investment, and shortages of labour and materials 
diminish the flexibihty and the productivity of the economy The 
supporters of mild inflation as a prescription for economic expan- 
sion underestimate the stimulus to cost-reducing investment 
provided by business competition, the force of which is weakened 
by inflation They also belittle the probability that a ‘creepmg’ 
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inflation would start to gallop once its persistence becanae evident 
throughout the community and an increasing number of people 
took mutually-frustrating steps to protect themselves against it 

GENERAL PROBLEMS OF TECHNIQUE 
A government that seeks the maintenance of economic stability 
IS faced with a number of general problems of techmque that exist 
whatever instruments of policy it applies They concern know- 
ledge, forecasting, time-lags, and the mobility of resources 
That a successful policy of economic stabilization requires 
accurate knowledge of what is happening at the time it is imple- 
mented may be self-evident, but it is only in recent years that 
anything like a determined attempt has been made to obtain 
adequate, accurate, and up-to-date information for the express 
purpose of economic diagnosis But statistics take some time to 
collect, and m many cases speed may be obtamable only at the 
cost of accuracy 

The presence of blind-spots in the government’s view of the 
current state of the economy would not be important if policy 
could be based on a limited number of data that were m some sense 
‘strategic’ or representative of the state of the economy as a whole, 
and if the government had at its disposal a powerful yet flexible 
instrument that could be used to achieve its major objective by its 
inherent selectivity or its overall force In the days of the gold 
standard before 1914, for example, there was one vital indicator, 
the Bank of England’s gold reserve, and one predominant instru- 
ment of policy. Bank rate, that seemed to be both omnipotent 
and flexible 

Since then our economic objectives have become more numerous 
and more complex, and the consequent need for a wider range of 
economic information has been enlarged still further by the 
refinement of economic analysis, with its more recent distrust of 
statistical aggregates and its lack of faith in any one instrument 
of policy. Less rehance has come to be placed on general measures 
affecting ‘consumption’ or ‘investment’ m the abstract While 
there exist important differences of opmion as to the degree of 
discrimination at which policy should aim, it is clear that accurate 
diagnosis and effective prescription call for more detailed know- 
ledge, and It may be that more selective instruments will continue 
to be required than was once thought to be the case 
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Economic pobcy requires econoimc forecasts The government 
must be able to predict within some range of error the effects of its 
own actions on the economy Even if they are not made explicit, 
quantitative forecasts underlie all acts of economic policy By how 
much will an increase in taxation reduce personal consumption ? 
By how much will a fall m interest rates stimulate mvestment ? 
By how much will exports or imports be affected ? If the govern- 
ment’s information were up-to-date, and if economic pohcy could 
be tightened or loosened from day to day, and if the effect of its 
action were fully instantaneous, forecastmg need only be limited 
to the events of the day An error today could be reduced by a 
further twist of the screw m one direction or the other tomorrow 
But certain types of pohcy can be altered only periodically — by 
means of a Fmance Act, for example — and the effect of most 
measures is not fully instantaneous but works itself out only over 
some period of time These factors make it impossible to maintain 
economic stability merely by a mechamcal reaction to a set of 
daily” data, time-lags are inherent in policy-making 

Because of the existence of different types of time-lag, economic 
pohcy is likely to overshoot the mark, being apt to proceed by 
jolts, achievmg the desired state of affairs through a series of 
oscillations around the target at which it is aiming The range and 
complexity of the forecasts that are required will depend on 
whether the government acts only to correct instability that is 
known already to have occurred or is ambitious enough to attempt 
to anticipate that which seems to he ahead. The objective of 
continuous full employment requires the government to pursue 
the latter course, to take action while the current situation is 
still stable Such a pohcy is inherently more difficult, and, 
furthermore, unless the instruments of pohcy act quickly and 
powerfully it may run the risk of causing the very mstabihty it 
seeks to avoid, by mdicating to the public that the government 
sees a change m the economic climate ahead 

Finally, economic pohcy must take mto account the nature of 
the resources with which it is dealing If mdustries employmg 
women, for example, experience a dechne m exports, full employ- 
ment will not be maintained by a policy that stimulates the 
demand for the goods of industries employmg men. Unemploy- 
ment that IS concentrated in South Wales is not easily removed by 
an expansion of demand that is geographically diffused The more 
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specialized are a country’s resources and the less willing are men 
and women to move into different areas or different jobs, the 
greater will be the difficulty of maintaining full employment and 
the sharper will be the fluctuations in incomes and prices 

ECONOMIC STABILITY AND INTERNATIONAL TRADE 

The ways in which the government can influence a country’s 
balance of payments have already been introduced The most 
difficult problem of maintaining economic stability in the face of 
pressures arising externally concerns the maintenance of full 
employment m the event of a slump in overseas markets The 
extent of the difficulty will depend in the first instance on how 
widespread is the fall in overseas demand and on whether exports 
can be easily transferred from one foreign market to another The 
greatest danger of an mtractable collapse of demand would occur 
m the event of an American depression, because the fact that the 
U S.A produces about one-half of the non-Soviet world’s output 
of manufactured goods means that a serious fall in American 
activity may be felt throughout the world If, as in the recessions 
of 1929-32, 1937-8 and 1948-9, the fall m American demand 
causes a sharp fall in her imports of raw materials owing to the 
running-down of stocks, raw-material prices may dechne severely 
and with them the purchasing power of primary producmg 
countries 

If countries outside the USA are forced to protect their own 
foreign exchange reserves against the world at large m such a 
situation a multiple declme in world trade will ensue The 
critical questions, therefore, are whether the level of foreign 
exchange reserves possessed by the countries affected are sufficient 
to enable them to avoid taking restrictive action and, if they cannot, 
whether they can quickly discriminate agamst the USA in 
order to prevent then individual actions from aggravating the 
problems of other countries already in difficulties Discrimination 
xmght even have to take the form of a widespread depreciation 
of non-dollar currencies in the event of a severe American slump 
Even so, it is unlikely that the world could escape entirely the 
deflationary effects of a depression in the USA of, say, the 
magmtude of that in 1937-8 

As far as any individual country whose overseas markets have 
weakened is concerned, two miportant questions arise The first 
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relates to the mobility of resources If the fall in overseas demand 
IS concentrated on industries for whose products home demand 
IS bound to be limited, and if resources cannot easily be transferred 
to other trades, unemployment will be protracted 

Secondly, unless its exchange reserves are adequate a country 
may have to take special steps to protect its balance of payments 
if It pursues a pohcy of bolstering home demand, for the volume 
of imports will thereby be increased If it maintains a fixed 
exchange rate, action taken to stimulate home demand by reducing 
mterest rates, for example, may have the effect of causing an 
outflow of foreign funds, and if there were any doubt as to its 
abihty to maintain its exchange rate a financial centre like London 
might suffer severely. A policy of high interest rates designed to 
check an outflow of capital would render more difficult the aun 
of maintaining home demand A financial centre, especially if its 
exchange rate does not seem secure, may be especially vulnerable 
to a serious world recession, unless exchange depreciation or 
import and exchange controls can be applied Indeed, no country 
faced with a serious fall in its exchange reserves owing to a collapse 
m overseas demand may be able to avoid import restrictions if it 
attempts to maintain full employment under a regime of fixed 
exchange rates 

These problems have been sketched here with perhaps too 
heavy a hand, by 1958 the post-war world had still remained free 
from an mternational recession of any severity This good fortune 
is attributable to the absence of a cyclical downswing serious 
enough to be classed with pre-war cycles, and indeed m most 
countries the level of mternal demand has been persistently up- 
wards The foreign exchange problems of the Umted Kingdom 
durmg a period of American recession, as m 1957-8, have been 
eased by the improvement in her terms of trade that has been a 
direct consequence of the slackenmg in world activity. 

In the USA, post-war dips from full employment have been 
slight. The temptation to declare that the age of the business 
cycle IS over may be strong, but it is worth observing that we can 
be said to have been living in a capital-hungry ‘long wave’, m 
which booms are bound to be vigorous and recessions weak. The 
cautious student of economic affairs will consider the prediction 
of everlasting boom m the light of the similar predictions made in 
the ‘golden age’ of American business, just before the most 
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severe industrial crash the world has ever known While there is 
every reason to hope that a severe depression can be avoided m 
the industrial world with the aid of government pohcy, the 
possibility that difficult problems of structural readjustment may 
arise through the occurrence of even xmld international recession 
is less remote 

GOVERNMENT POLICY AND AGGREGATE DEMAND 

Direct Controk 

Direct controls may be used to regulate purchases, sales, 
production, or prices. Controls may be positive, m the sense that 
they can be used to steer resources into particular channels, but 
they cannot be positive as far as the total volume of expenditure 
IS concerned, for busmesses cannot be obliged to produce at a 
loss. In the aggregate their use is confined to checlang demand 
Individually, direct controls may have narrow objects to divert 
resources towards or away from specified uses , to prevent windfall 
profits from accrumg to sellers of a commodity in intense demand 
but subject to an inelastic supply, or to influence the distribution 
of real incomes more generally. In so far as all direct controls are 
adopted in order to secure a pattern of output, usage, and prices 
other than that which the free operation of the market would 
produce, their justification depends on whether the choice of the 
government is superior to that implemented through the market- 
place and on whether the alternative use of taxes and subsidies, 
which interfere less with freedom of choice, would not secure the 
desired pattern with more positive inducements to expand the 
output of scarce commodities and with fewer shortages. As far 
as the more general question of preserving economic stability is 
concerned, the supporters of direct controls are apt to give less 
weight to these considerations and to stress instead their function 
of checking aggregate demand and of preventing a spiral of 
defensive cost and price reactions by holding down the price- 
level, even at the expense of creating the shortages of a suppressed 
mflation 

Consumers’ expenditure can be checked by statutory ratiomng, 
and capital investment can be curtailed by building hcences and 
by control over the supply of basic structural materials such as 
steel Licensing systems aimed at restricting capital investment 
in peacetime are apt to be over-indulgent, if only because so many 
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capital projects seem nationally desirable in themselves, so that 
the volume of ‘ essential’ investment for which permits are granted 
may exceed the real resources available. 

Controls over Pubho Expenditure 

The government’s own capital outlays, together with those of 
the local authorities and the nationalized industries, present a wide 
field m which expenditure can be increased if the government so 
desires, but subject to the techmcal difiiculty of the time-lag 
before new plans can be implemented An effective pubhc works 
policy for checkmg unemployment must therefore be supported 
by plans prepared in advance When the object is to check 
expenditure, it may be some time before existing programmes of 
construction can be curtailed Current expenditure on the social 
services, on the other hand, is techmcally more elastic. 

Other problems involved in using the central government’s 
control over the pubhc sector to maintam economic stabihty arise 
through the force of pohtical considerations and the incompatibility 
of individually desirable economic objectives In this country, at 
any rate, these work more strongly in the direction of increasing 
public outlay as a whole than of reducing it, but the need for 
holding down the total of government spending to prevent mflation 
is likely to mean that pubhc outlays in particular fields may well 
be inadequate for some years, just because of the directness of 
official control. Roads and hospitals have been examples of this 
in the post-war period. Moreover, hke any other direct control, 
government control over pubhc capital projects may even prove 
too convenient an instrument, so that pubhc expenditure on 
certain projects may be checked or expanded at intervals with 
excessive force m order to preserve general economic stabihty, 
without adequate consideration of whether retrenchment or expan- 
sion in these fields is nationally more desirable than siimlar action 
in other areas of the economy. 

Fiscal Policy 

A change m government current expenditure on goods and 
services, with unaltered tax-rates, has a multiplier effect, depending 
on the marginal propensity to consume and the marginal rate of 
taxation Part of a change in expenditure with tax-rates unaltered 
will be offset by tax receipts out of the new level of income A 
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change m tax-rates, with government current expenditure un- 
altered, on the other hand, also has an expansionist or contraction- 
ist effect, but the final change m national income and expenditure 
may be less even though the planned change m the surplus or 
deficit IS the same. This is because part of an increase in taxation 
may be met out of savmg and part of a reduction in taxation may 
be saved, so that the impulse to be ‘multiplied’ may be smaller 
than that which results from a change m government expenditure 
alone. Because a change m government current outlay may have 
a more powerful effect on national income and expenditure than 
a corresponding change in tax-rates, a rise in government expendi- 
ture accompanied by an equivalent increase in tax-rates may be 
expansiomst 

The necessity for seeking Parhamentary approval may reduce 
the frequency with which general changes m fiscal policy can be 
made Fiscal policy is an appropriate instrument for causing 
vigorous changes in demand, but it is not without its technical 
limitations If people and companies can pay taxes by reducing 
their current saving or by drawing on past savmgs, fiscal policy 
IS weakened as an anti-inflationary weapon The effect of high 
marginal tax-rates on effort and enterprise may be an even greater 
drawback to the use of high direct taxation to prevent inflation, 
whereas high indirect taxes may stimulate wage-claims unless 
concentrated on ‘luxuries’. 

The limitations on the use of fiscal policy as an expansionist 
instrument are weaker, as long as the principle of an unbalanced 
Budget 18 acceptable to the business community as a legitimate 
instrument of policy In the pre-war slump this was not so in the 
Umted States 

A Budget deficit^® may be used to ‘prime the pump ’ of national 
expenditure in a slump by its operation through both ‘multiplier’ 
and ‘accelerator’, and if successful the deficit will be reduced 
automatically as incomes and tax receipts increase and total 
unemployment benefits fall The success of deficit finance as a 
pump-primer depends on whether private investment is stimulated 
sufficiently, and this will turn on the extent to which businessmen 
believe that the recovery in total demand will outlast the period of 
Budget deficits 

Fiscal pohcy can be used to influence private investment more 
directly than through the operation of the ‘ accelerator ’ Variations 
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in company taxation may mfluence investment even if there is no 
accompanying change m monetary policy. The use of changes m 
depreciation allowances has already been discussed in Chapter 18 

Monetary and Credit Policy 

If hire-purchase regulations are included within the term, 
monetary and credit policy can be used to affect either consump- 
tion or investment The sale of consumers’ durable goods on hire- 
purchase terms can be influenced by variations in the mimmum 
deposit and maximum period of repayment, and bank advances 
to hire-purchase finance compames can be controlled directly by 
official mstructions to the banks or by the general mfluence over 
the level of advances that can be exerted by the authorities The 
restriction of bank advances may force borrowers to reduce their 
consumption generally in order to repay their overdrafts The 
experience of capital gains or losses due to monetary policy may 
also affect consumption. 

A change in monetary conditions may also be required to sup- 
port a policy auned at influencing consumption by fiscal means 
If the national income is to be expanded by a reduction in taxation, 
an increase m the quantity of money may be required to finance 
the demand for higher money balances to enable the ‘transac- 
tions’ and ‘contmgencies’ motives to be satisfied without a rise 
m interest rates, which might check investment Budget deficits 
should be financed by means appropriate to the government’s 
general objective — ^through the bankmg system when a vigorous 
expansionist effect is desired, and through public issues when it 
is desirable to restrict hquidity 

Hire-purchase restrictions apart, the main weight of monetary 
policy as a stabilizing instrument, as traditionally understood, is 
felt on investment, whereas fiscal pohcy operates mainly on con- 
sumption. The choice between the two methods is therefore 
partly one between varymg consumption and varying investment 
The efficacy of monetary policy as a method of influencing the 
level of investment depends m the first instance on the ability of 
the authorities to achieve the pattern of mterest rates and the 
supply of finance that they wish to create. Even with the assistance 
of direct intervention, the long-term rate of mterest will not be 
responsive m a downwards direction if mvestors are afraid that a 
fall will be shorthved As for a policy of tight money, open market 
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operations may be difficult to carry out on a large scale once a 
boom has got under way, so that the bond market is m any case 
tending to come under pressure because of the excess of planned 
investment over planned saving, the rising demand for active 
money balances, and possibly a growing expectation that an 
official pohcy of higher interest rates is likely Open market bond 
sales m these circumstances may threaten to cause a sharp rise in 
interest rates. 

Control over the banking system presents a number of other 
problems A series of Budget deficits, balance-of-payments 
surpluses, or government debt redemptions may lead to high bank 
liquidity ratios unless the authorities are able to fund in sufficient 
volume or resort to some device such as compulsory special 
deposits The authorities have also to decide whether economic 
stabihty reqmres control over the volume of advances or deposits 
m general , since the war the authorities have shown themselves 
to be more concerned with the former Even if liquidity ratios 
are not excessive, advances may escape an official restrictive 
pohcy if they can be increased at the expense of selling investments 
Official ‘requests’ for the restriction of advances have not proved 
entirely successful. Looking at the problem that might arise m a 
slump, there is the difficulty that, if the outlook for bond prices 
were uncertam, the banks might prefer to hold excess liquid assets 
rather than to expand deposits by purchasing bonds, and their 
caution as to business prospects might make them reluctant to 
expand their advances with sufficient vigour 

Monetary pohcy operates through changing the quantity of 
money or the terms on which business can obtain finance It is 
not the case that a business can obtam all the bank finance it 
requires by offering a high rate of interest, because bank advances 
are rationed between creditworthy borrowers and not offered to 
the highest bidders Outside the capital market, too, there are 
elements of rationmg Investors do not like to put too many of 
their eggs in one basket, so that there may be limits on the availa- 
bihty of finance to any one borrower, depending on his status 
The Capital Issues Comnuttee is also an instrument of rationing 
There is, therefore, some justification for considering the quantity 
of finance and its terms separately when assessing the effect of 
monetary pohcy on busmess investment 

On the whole, mvestment has not proved very sensitive to 
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changes in interest rates When there is inflation and order books 
are full, the rate of interest at which planned investment would 
equal planned saving is well in excess of that ruling in the market. 
Once a long ‘queue’ for capital goods has developed, so that 
business plans to undertake capital investment exceed the capacity 
of the capital-goods industries, a very sharp fall indeed will have 
to be secured in intended investment for the level of actual 
capital expenditure to be reduced Monetary pohcy has to be 
apphed with vigour in the early stage of the boom if this situation 
is to be prevented, but the authorities may be inhibited from 
actmg with sufficient promptness by the fear of checking the pace 
of real econonuc expansion 

Of course there is some level of mterest rates that will equate 
planned investment and saving even when a boom has reached 
Its most vigorous stage, but the practical question is whether the 
government will then be prepared to force mterest rates to this 
very high level needed to prevent excess demand. The govern- 
ment may be unwilling to accept a large mcrease in the cost of 
the national debt Secondly, high interest rates reward the current 
saver in terms of income, but they impose a heavy penalty on past 
savings in the form of capital losses, and it is doubtful how far 
very large and frequent swings m interest rates are compatible 
with the smooth operation of the capital market Moreover, if 
interest rates are pushed up to unprecedentedly high levels m a 
boom, it becomes correspondingly harder to push them down to 
very low levels in any later slump, for investors do not like to be 
bitten twice 

The efficacy with which monetary pohcy can revive investment 
m a slump depends partly on how low mterest rates can be driven, 
bearing in mmd the effect both on home investors and on the 
owners of foreign funds, who may withdraw them elsewhere in a 
regime of fixed exchange rates If businessmen are pessinustic, 
however, the power of monetary policy is bound to be hmited, 
particularly if the demand for houses and commercial buildings is 
not easily revived In the case of both boom and slump, the level 
of ordinary-share prices may be highly important m regard to the 
cost of external finance and its effect on busmess confidence, but 
the response of mvestors to a tightemng of monetary pohcy m a 
boom will be small if the power of the authorities to check the 
boom IS thought to be weak, and conversely in a slump 
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Changes in the quantity of money affect interest rates, there is 
no way of restricting the supply of finance without allowmg interest 
rates to rise If the authorities are unwilling to accept an increase 
m interest rates, therefore, their control over the supply of money 
is to that extent restncted But certain types of monetary policy 
act more by checking the supply of finance than by raising mterest 
rates, partly because some rates of interest, e g hank overdraft 
rates, are ‘sticky’ A policy that concentrates on the use of Bank 
rate, for example, is different in emphasis from one that sets out 
to reduce bank hquidity more directly One method may be more 
effective m mfluencmg business expectations than the other, and 
the response of mvestors, too, may be different. 

Limitations on the availability of finance may be effective 
barriers against inflation If finance is short, capital projects 
must be postponed and workmg capital economized, a previous 
increase in stocks may be checked or even reversed In the post- 
war period the government has sought to contract the supply of 
bank finance to business and to limit recourse to the new-issue 
market by requiring the approval of the Capital Issues Comimttee 

These, however, are only two of several sources of finance The 
business sector may itself be highly liquid, so that oflficial restric- 
tions are by-passed. Moreover, &ms with excess cash may be 
wilhng to finance other businesses to which they supply goods, 
through the medium of trade credit Through this channel firms 
whose activity is regarded as ‘non-essential’ by the authorities, 
and therefore placed low in the queue for bank or new-issue finance, 
may nevertheless obtain part of the funds they requue, if m- 
directly, from those who have been allowed easy access to bank 
advances or the new-issue market Local authorities and hire- 
purchase finance houses, if they are willing to pay sufficiently high 
interest rates, may be able to replace bank or new-issue finance by 
offermg attractive rates of interest on short-term deposits, thus 
tempting money out of ‘idle’ balances If the economy as a whole 
IS highly liquid, therefore, a pohcy intended to restrict the supply 
of finance by blocking one or two of its channels is likely to be 
ineffective 

It cannot be said that either here or in the U.S A the moderate 
degree of monetary restriction apphed since 1951 has been 
particularly successful in checking inflation, and the British 
authorities appear to have moved closer in recent years to the view 
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that Bank rate is a more effective instrument for influencing 
international capital movements than for controlling the domestic 
economy If moderate credit restriction has failed to prevent 
inflation, however, the lesson is not that monetary policy can be 
dispensed with, but that it may have to play a secondary role to 
fiscal policy in a boom unless it can be tightened with sufficient 
vigour at an early stage, or unless mterest rates are forced up to 
very high levels when the boom is well advanced In any case, 
monetary pohcy will be weakened if fiscal policy is pulling in the 
opposite direction Finally, m a world m which full, not to say 
overfull, employment is taken for granted, any form of disinfla- 
tionary pohcy IS bound to be handicapped, and even if the per- 
manence of full employment is not taken for granted the success 
of any disinflationary pohcy will depend m large measure on the 
promptness with which it is applied The same is probably true 
of a policy aimed at checking a recession 



CHAPTER 43 

INTEREST RATES SINCE THE 
FIRST WORLD WAR 

1919-1931 

The first half of this period is dominated by the post-war boom 
and ensuing slump and by the restoration of the gold standard 
The cost of the floating debt, which had been expanded during 
the war, made a rise in Bank rate expensive for the Exchequer, 
and the authorities hoped to restrict the use of Bank rate to check 
the boom by inducing the banks to hold down advances volun- 
tarily. Nevertheless, the sharp rise in prices and the weakness of 
the exchange rate which had begun in 1919 obliged the authorities 
to raise Bank rate to 7 per cent in April 1920, and the long-term 
rate of interest followed to a level of 5^ per cent in the autumn 
of that year Despite the fact that the peak of the boom had been 
passed some seven or eight months previously, Bank rate was 
maintamed at 7 per cent until April 1921, largely to restore the 
Bank of England’s gold reserve, which was still tendmg to fall 
With the onset of the slump the long-term rate of interest took 
the lead in falling some months before Bank rate was reduced 
Following this, short-term interest rates were brought down 
rapidly, the existence of serious unemployment and a recovery in 
the exchange rate inducing the Bank of England to lower its 
Bank rate to 3 per cent in July 1922 The rise that began a year 
later was due entirely to the policy of returmng to the gold standard 
at the pre-war parity The domestic situation was still one of 
excessive unemployment, but the mcrease m the rediscount rate 
of the American authorities, where a minor boom was developing, 
was exertmg pressure against sterhng In 1924 the Bank of 
England sought to restrict the supply of sterhng on the foreign 
exchange market by imposmg an informal control over new 
foreign issues, and money-market rates were raised , but this did 
not suffice to support the exchange rate, and Bank rate was in- 
creased The rise to 5 per cent m 1925 marked the prelude to 
the restoration of the gold standard At this time ii per cent of 
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the insured labour force were still out of work, but the Bank of 
England seems to have held the view that at 5 per cent Bank rate 
would do more to attract foreign funds than aggravate domestic 
deflation 

Durmg certain of these years, it will be seen from Figure 10, 
the Treasury bill rate stood well below Bank rate, first during the 
slump, when market rates automatically fell to low levels, and 
again in 1924. The long-term rate of interest remained at not 
much less than 4^ per cent despite the low level of money rates 
between 1922 and 1925 For this a policy of funding was largely 



Treasury bill rate 

Fig 10 Interest rates 1919-30 

responsible The large volume of Treasury bdls outstanding at 
the end of the war was a source of great concern to the authorities, 
who feared that it would destroy their control of bankmg liquidity. 
During the 1920 boom, for example, the banks had been able to 
expand advances by runmng down their Treasury bill portfohos, 
which forced the Exchequer to borrow from the Bank of England, 
augmentmg bank cash reserves and depressing money rates at a 
most inappropriate time. Part of the bill issue was also in the 
hands of overseas holders, who might wish to sell them just when 
It was necessary to tighten bankmg conditions in this country. 
Between 1921 and 1923 a series of conversion operations was 
carried out that reduced the floating debt by 40 per cent, but only 
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at the expense of causing a wide spread between short-term and 
long-term rates of interest, a gap that was without precedent. 

The remainder of the period untd the suspension of the gold 
standard in 1931 is marked by the task of protecting the gold 
reserve in the face of nsing mterest rates in the U S A On the 
other hand, domestic conditions m the United Kingdom did not 
call for a restrictive monetary pohcy, for there was still serious 
unemployment The pohcy adopted by the Bank of England was 
to use open market sales of bills to force market rates close to 
Bank rate, so that the increase in the former could serve to attract 
foreign funds without the necessity for a very high Bank rate, 
which would have resulted m high bank overdraft charges and 
might have weakened business confidence In these years the 
return to the gold standard at the pre-war parity and its effect on 
unemployment were coming under serious criticism in this 
country The Bank of England was concerned to avoid measures 
that would brmg the gold standard into disrepute Open market 
operations also led the banks to sell mvestments rather than 
contract advances, so adding to the factors making for high 
long-term rates. 

With the international financial crisis of 1929 a high Bank rate 
became a necessity to protect the gold reserve. The outflow of 
gold itself acted so as to make market rates rise, that is to make 
Bank rate ‘ effective ’ as under the pre-war gold standard. 

After the first shock of the mternational crisis the rise in Bank 
rate was sufficient to draw gold out of the weaker centres of Europe, 
and with the development of the American recession and the 
decline in interest rates in the U S A from 1930, short-term rates 
were allowed to fall in this country Long-term yields, however, 
re m ained high, because the uncertainty of the period allowed no 
assurance that Bank rate could be held down Indeed, with the 
renewed balance-of-payments crisis of 1931 another sharp mcrease 
in Bank rate was made in a final attempt to save the gold standard 
But the cost was too great, unemployment in Great Britam had 
already reached 20 per cent of the total insured population, and 
the pound was allowed to depreciate 

1931-1939 

Following this, interest rates began to fall; the devaluation of 
an mternational currency like sterlmg is bound to provoke the 
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thought that other currencies may follow, and there was an inflow 
of funds to London. The disgorging of gold by India, where 
devaluation offered an attractive opportumty to private holders to 
sell at a profit, also reinforced the recovery in the Banlc’s reserve 
The inflow of funds added to the liquidity of the capital market 
at a time when the natural effect of trade depression was in any 
case to produce low interest rates 

In the second half of 1932 the authorities took advantage of the 
situation to embark upon a cheap-money policy that centred on 



Treasury bill rate 

Fig. II Interest rates 1931-40 

the conversion in December of 5 per cent War Loan 1929/47 into 
the 2 ^ per cent War Loan that exists today. Bank rate had already 
been brought down to 2 per cent and the Treasury bill rate to 
I per cent , for the next twenty years Bank rate remamed ineffective 
as a determinant of money-market rates To support the conver- 
sion the cash reserves of the banks were swollen by open market 
operations, departmental funds were used to support the long-term 
market, foreign issues m London were controlled, and a psycho- 
logical offensive was undertaken by the authorities with the 
mtention of putting the financial commumty m a receptive state 
of mind. The very size of the new stock, £2,000 million, was an 
advantage, for it was a large-enough tail to wag the whole market 
dog and bring yields on other stocks down to its level 
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The operation was a great success, only £ 16 ^ million, or 8 per 
cent, of the old War Loan not being offered for conversion into 
the 3^ per cent stock Its success was instrumental both in 
assisting the recovery from the depression and m reducing the 
interest charge of the national debt, a factor of some importance 
to a government that had been elected in 1931 on a programme of 
economy 

The cheap-money policy, which, of course, was assisted by the 
depression itself, was mamtamed m a number of ways The Bank 
of England pursued a policy of increasing bank cash reserves by 
open market purchases of bills and by its gold operations With 
the demand for advances restricted by the low level of prices and 
business activity, the increase in bank cash reserves caused bank 
investment portfolios almost to double between 1932 and 1937 
and enabled long-term rates to be held down despite the gradual 
recovery in business conditions Departmental funds were also 
used to purchase bonds, to underwrite new issues of government 
securities and to take up matunng stocks An informal control 
was maintained over competing issues of foreign issues and trustee 
securities, including those of the local authorities 

The year 1935 marks a dividing line in the pre-war period 
Until then the low level of business activity and the inflow of 
foreign funds tended to prolong the effect of the conversion 
operation, and long-term rates of interest fell After 1935 the 
recovery in business activity, aided by rearmament, the return of 
funds to France following the devaluation of the franc, and 
growing international tension caused long-term interest rates to 
rise The Treasury bill rate, on the other hand, remained at not 
much more than J per cent, owing to the shortage of liquid assets 
available to the banking system that resulted from the operations 
of the Exchange Equalization Account and the scarcity of com- 
mercial bills The dearth of hquid assets tended to accentuate the 
rise in long-term yields. 


1939-1945 

The course of interest rates durmg the Second World War 
presents a contrast to that m the First Until 1917 government 
controls over the use of resources were sketchy and taxation hght 
by the standards of 1939-45, while until the entry of the Umted 
States into the war the foreign exchange situation was weak at a 
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time when exchange control was far from complete. The techmque 
of financing a major twentieth-century war had not been developed, 
and considerable emphasis was placed on raising long-term loans 
to finance the huge Budget deficit, even on unduly generous terms 
The Treasury bill rate was allowed to rise to 5^ per cent m 1916, 
when especially high yields were regarded as necessary to keep 
foreign funds m London, and at the Iieginning of 1917 long-term 
interest rates climbed to their pealr with the issue of 5 per cent 
War Loan The yield on 2^ per cent Consols rose to 5^ per cent 

In the Second World War, on the other hand, the Treasury 
bill rate was kept at i per cent, and long-term rates of interest 
were brought down from 3I per cent to 3 per cent This presents 
one of the rare examples of a successful cheap-money pohcy at a 
time of inflation It was achieved by the ngorous use of direct 
controls over private consumption and capital expenditure, by the 
techmques of suppressed inflation, which led to the creation of 
unspendable purchasing power, by the isolation of the British 
capital market by means of exchange control, and by the exercise 
of ‘moral suasion’ over investors, particularly over institutions 
such as the insurance compames 

The Budget deficits of the war swelled the cash reserves of the 
banking system, and although excess cash was mopped up by 
compulsory Treasury Deposit Receipts and the Treasury bill 
issue, the banlts were enabled by their high hquidity ratios to 
expand their investments from £600 milhon on the outbreak of 
war to £1,126 milhon in August 1945. Advances were actually 
reduced from £985 milhon to £756 milhon, but total deposits 
rose from £2,177 milhon to £4,747 nulhon As part of this policy 
the government security holdings of the Bank of England rose 
from £408 million to £1,610 nulhon 

1945-1951 

In 1943, and again in the 1944 White Paper on Employment 
Policy, the coalition government affirmed in broad terms its 
intention of continuing a policy of low interest rates in the interests 
of post-war reconstruction Followmg its election in 1945, the 
Labour government embarked on an attempt to reduce the long- 
term rate of interest to zi per cent Several advantages may have 
been sought from this, including a reduction in the national-debt 
charge, a cheaper basis for compensating holders of securities in 
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nationalized industries, and permanently lower industry rates as 
a means of redistributing the national income The government 
probably subscribed to the belief, in which it was not alone, that 
a post-war slump was not far off and that a low interest rate would 
be a useful prehminary counter-measure The government rehed 
on the formidable apparatus of control, inherited from the war, 
to keep inflation in check. 

The techmque pursued was to combme a vigorous psychological 
campaign aimed at convincing investors of the authonties’ 



Fig 12 Interest rates 1946-57 


determination and abihty to reach the 2 ^ per cent line with an 
expansion of the money supply and a reduction in money-market 
rates. The latter came at an early stage, in October 1945 the rate 
on T D R ’s was reduced from i • 125 to o 625 per cent and the 
Treasury bill rate from i to per cent, the banks were asked to 
set their deposit rate at a maximum of I per cent, i per cent 
previously havmg been paid on deposits outside London Depart- 
mental funds were used to support the gilt-edged market, causing 
a rise in bank deposits and in bank liquidity ratios The tendency 
for switching ‘long’ to raise short-term bond yields was countered 
by calling a number of short-term issues for redemption, and the 
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supply of medium-dated bonds through the ‘tap’ was also cut off 
Both devices tended to magnify the rise in bank liquidity 

The climax of this policy came with the issue of 2^ per cent 
Treasury stock, redeemable 1975 or after, at par for cash, the 
proceeds of which were to be used to retire the 3 per cent Local 
Loan stock After this the attempt to hold the 2^ per cent hne 
began to grow more difficult The creation of bank deposits on a 
large scale made more difficult the prevention of inflation in an 
economy that was already excessively liquid With the gradual 
appreciation of the scale of the country’s post-war problems the 
possibihty of the government’s being able to mamtam a rate of 
interest as low as 2^ per cent, which, after all, had not been 
achieved either durmg the war, when controls were practically 
all-embracing, or during the slump, when capital investment was 
at a low level, looked increasingly doubtful. Sooner or later an 
increase in interest rates seemed kkely As the Chancellor’s 
determination to hold the 2 J per cent line became more vocal, the 
distrust of investors grew. 

With the prospect of an increase in the supply of gilt-edged 
stocks owing to nationalization and the development of the fuel 
crisis in the winter of 1946/7 the gilt-edged market weakened With 
interest rates at such a low level that there was no prospect of any 
further fall and some risk of a rise, the market became increasingly 
unsettled. Inevitably the desire to avoid capital losses speeded up 
the reversal of the previous fall in interest rates, and the authorities 
were reluctant to support the market yet again at the expense of 
creating a further increase in bank liqmdity The cheap-money 
policy associated with Dr. Dalton had been defeated by the distrust 
of investors even before it was finally destroyed by the conver- 
tibility crisis of August 1947 

For the rest of this period until 1951 the Treasury bill rate 
remained pegged at ^ per cent, the long-term bond market was 
allowed to go relatively free but without any attempt by the 
government to pursue a positively disinflationary monetary pohcy 
in the orthodox sense Broadly speaking, the aim of the govern- 
ment was to counter inflation by fiscal pohcy, by controls, and by 
wage and dividend restraint, and to support, at a market rate of 
i per cent, whatever level of deposits was reqmred to finance 
whatever national income arose from its policies. The Bank of 
England stood ready to provide through its ‘back door’ all the 
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cash that was required by the banking system to maintain its 
cash ratio 

The mam check to the supply of finance to business and other 
borrowers took the form of requests to the banks not to lend for 
‘non-essential’ purposes and of the control over new issues As 
the business sector was comfortably liquid, neither form of direct 
control had any marked effect on capital mvestment As far as 
the banking system was concerned, the main potential threat came 
from the decline in the country’s gold and dollar reserves, which 
provided the authorities with sterling that was used to retire 
floatmg debt, but not sufficiently to bring hquid-asset ratios down 
to their minimum. Only in 1949 was there any reduction in the 
total of bank deposits and currency in the hands of the public 

This policy meant that, within the framewoik of controls and 
fiscal policy, no substantial mcrease in the rate of interest need 
arise from any excess of planned mvestment over planned saving 
or from any increase m the demand for ‘active’ cash balances due 
to a rise m the money value of the national income As long as the 
banks possessed surplus hquid assets, they could, tf they wished, 
always take up bonds sold by businesses or by individual investors 
to finance inflation. In this situation the behaviour of long-term 
rates of interest was determined mainly by the expectations of 
investors in general and of the banks in particular, and long-term 
rates of mterest tended to be unstable. 

In the months before and after the devaluation of sterling 
interest rates experienced a pionounced rise as a result of the 
outflow of capital and investors’ fears regarding the economic 
situation. Following the outbreak of the Korean war the balance- 
of-payments surplus enjoyed by the Umted Kingdom and the 
rest of the sterling area exerted a downwards pressure on long- 
term mterest rates, but one that seems to have been restricted by 
the operations of the authorities, for the hquid-asset ratios of the 
banks were actually reduced slightly m the face of a large mcrease 
m the gold reserve. In 1951 the loss of gold similarly appears to 
have been prevented from having its full effect on long-term 
mterest rates, but mterest rates nevertheless rose because of the 
pressure of inflation at a time when investors were concerned at the 
balance-of-payments crisis and aware that a Conservative victory 
m the general election of that year might mean the return to a 
more orthodox policy of dear money. 
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1951-1957 

In October 1951 the newly-returned Conservative government 
took Its first steps towards a more orthodox monetary policy. The 
banks were ‘induced’ to replace their excess Treasury bills by 
Serial Funding stocks, and Bank rate was raised to 2 ^ per cent 
Apart from the absorption of the excess liquidity of the commercial 
banks these measures were largely psychological, the overture to 
a new policy rather than a new policy itself The Bank of England 
contmued to provide the discount market freely with cash through 
the ‘back door’, and the Treasury bill rate was held a full per 
cent below Bank rate with the further assistance of the device 
whereby the market, if forced ‘into the Bank’, was allowed 
seven-day advances on the security of Treasury bills at a rate 
^ per cent below bank-rate The banks’ call-money rate was set 
at a low level with official approval. As investors became aware 
of the possibility of a real tightemng of monetary policy, the 
continued loss of gold and dollars and the pressure on bank 
liquidity that this entailed caused the long-term rate to increase 
The rise in prices and costs, by increasing the demand for ‘active’ 
balances, worked in the same direction After the turn of the year 
the rise in the Treasury bill rate anticipated the sharp increase m 
Bank rate that was to come in March 1952 

The increase m bank-rate of per cent was of an order 
calculated to restore foreign confidence m sterling, but the gap 
between Bank rate and market rates was maintamed Long-term 
yields rose until the middle of the year, impelled by the continued 
concern at the loss of foreign exchange and by bank sales of long- 
term stocks designed to replenish their liquid-asset ratios and 
shorten the term of their portfohos In July 1952, however, 
yields in the long-term market fell as qmckly as they had risen, 
on the sudden realization that the crisis was over and that no 
further monetary restriction was likely , yields were high enough 
to appear very attractive to the long-term investor 

For the next two years interest rates declined. The balance of 
payments was improvmg and the rise in the gold and dollar reserve 
strengthened the confidence of investors. In the USA, money 
rates were brought down in order to ‘reflate’ the economy after 
the minor recession of 1953 This factor, together with the strength 
of the sterling area’s current dollar balance — which was enjoying 
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the delayed effect of the import cuts of 1952 — ^led to a marked 
inflow of overseas funds into London in 1953-4 The authorities 
allowed money-market rates to fall with this movement, and 
Bank rate was reduced Untd the middle of 1954 the domestic 
situation was not particularly inflationary — ^the restriction of 
capital investment mtroduced m 1952 and the fall m import 
paces held back inflation. The authorities took advantage of the 
reduction in Bank rate to remove the facility of borrowing at the 
special rate of | per cent below Bank rate 

The fall m money-market rates and in long-term yields came 
to an end in the second half of 1954 with the resurgence of infla- 
tionary pressure and the evidence of some deterioration in the 
dollar balance Throughout 1955 the force of demand inflation, 
the two increases m Bank rate, the restnction of bank advances, 
and finally the diversion of local authority borrowing to the open 
market drove up long-term yields The loss of gold and dollars 
caused disquiet m the financial world 

The Treasury bfll rate was forced closer to Bank rate by the 
demal of assistance to the discount market through the ‘ back door ’, 
and this opened a gap between the deposit rate of the banks — 
which moved with Bank rate — and the Treasury bill rate Com- 
mercial and financial concerns were thereby induced to transfer 
idle balances from deposits held with the banks to purchase 
Treasury bills, and the resultant pressure on bank liquidity 
ratios obliged the banks to sell investments m the first half of 
1955, thus strengthening the rise in long-term yields. The banks 
were asked by the authorities not to allow their liquidity ratios to 
fall below 30 per cent 

In 1956 the pressure of demand inflation began to subside, but 
the rise m costs and prices continued to increase the demand for 
‘active’ balances In February, Bank rate was increased by a 
further i per cent, partly to check the inflation but mainly to 
restore foreign confidence in sterling, which had weakened once 
more Long-term yields continued to mcrease as the gilt-edged 
market reacted to the Suez crisis 

With the cessation of hostilities yields in the long-term market 
followed the sharp fall in the Treasury bill rate which got under 
way towards the end of 1956 The loss of gold and dollars had 
enabled the authorities to reduce the supply of Treasury bills and 
there was apparently a brisk demand for bills from sources outside 
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the clearing banks, as in 1955 The seasonal Exchequer surplus 
made possible a further reduction m the bill issue. 

At the same time the authorities pursued a fundmg policy, 
selling bonds m order to reduce the floating debt and bring 
bank liquidity under control. Normally this would have the 
effect of raising long-term rates of interest, but on this occasion 
the fall in the Treasury bill rate led to the expectation of a reduc- 
tion in Bank rate, and m these circumstances investors felt they 
could look ahead to lower, not higher, long-term yields. The 
general assumption appeared to have been that open market sales 
could only be made on a market m which security prices were 
rising For the time being, at any rate, the banks were in a 
position to stand some loss of liquid assets, and the closure of the 
Suez canal had brought some relief from excess demand in certain 
sectors of the economy, notably in vehicles. 

Bank rate was reduced at the end of January following the fall 
in market rates While money rates continued to fall, long-term 
rates of interest reversed direction almost immediately. The issue 
of a new stock obviously designed to show the market that the 
authonties were prepared to hold down gilt-edged prices, the 
weight of the funding sales, and the development of an apparently 
uncontrollable cost inflation combined to force the long-term rate 
of interest up to the highest level reached since 1920. 

In September 1957, in response to the danger of inflation and 
the outflow of foreign funds set off by the prospect of the revalua- 
tion of the German mark, Bank rate was increased by 2 per cent 
to 7 per cent, and the Treasury bill rate was held close to this by 
keeping money-market conditions tight The rise in long-term 
rates, however, was comparatively small, so that the downwards 
yield curve of a temporary ‘crisis’ was estabhshed Before long 
the evident deterimnation of the government to halt inflation at 
last and the realization that the German mark was not going to be 
revalued reinforced the natural attraction of high money rates and 
reversed the outflow of funds from the country With the recovery 
in the gold and dollar reserve the Treasury bill rate began to fall 
m anticipation of a reduction m Bank rate The tailing-off in the 
capital investment boom and the steady, if slow, nse in unemploy- 
ment pointed to some danger of an internal recession With 
money rates in the U S A at low levels, Bank rate was brought 
down to 5 per cent by the summer of 1958, the fall in the Treasury 
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bill rate to 4 per cent at the beginning of August indicating that 
some further reduction was expected Long-term yields also 
declined, but by comparatively little, for the official policy of 
selling long-term stocks to the public was still applied in the first 
half of 1958, and there were signs of a large potential demand for 
long-term funds on the part of local authority and overseas 
borrowers The view that, overall, the pressing demand for 
capital would render appropriate the maintenance of a relatively 
high long-term rate of mterest seemed to have become accepted 
by mvestors as well as by the authorities 
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155 1 The Prevention of Frauds (Investment) Act, 1939, con- 

solidated with other legislation in an Act of a similar 
name in 1958 

183 ® However, insurance policies can be taken out against the 

insolvency or protracted default of trade debtors 

255 ® Certam sections of these Acts were consolidated in the 

Prevention of Frauds (Investment) Act of 1958. 

259 * In February 1959, under a general consent order, the 

Treasury suspended all previous requirements whereby 
apphcation had to be made to the C.I C , except for 
transactions effected by residents outside the U K. 
This relaxation was intended to stimulate capital 
investment 

280 ® It IS true that many apphcations may have been with- 

drawn during negotiations, on the other hand many 
‘enquiries’ regarding the possibility of a loan do not 
reach the stage of a formal ‘application’ 

284 * The main business of this company is the insurance of 

trade debts in this country 

301 ’ This does not mean that in other countries there is no 

such division of functions in practice , the distinction 
IS that in London each Stock Exchange firm must 
declare itself to be either a stock-broking or a jobbing 
firm 

303 ® Whether this has been the result of a shortage of capital 

on the part of jobbers is open to controversy; jobbers 
can usually reinforce their own resources by borrowing 
from the banks 

304 ® The fortnightly account system gives the jobber more 

elbow room than would settlement for ‘cash’ , it thus 
helps him to act more as a shock absorber The gilt- 
edged market does not have to bear the same strains 

348 This intention was implemented in 1959 
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PAGE 

367 Under the overdraft system a bank’s customer is allowed 
to draw cheques beyond his credit balance, up to an 
agreed limit Interest is charged only on the debit 
balance outstanding, thus the cost of borrowing is 
minimised, 

369 Including the merchant banks or acceptance houses 

388 This IS an artificial example, in that the banks would not 
sell bills if their liquid asset ratios were already at a 
minimum. 

391 In this somewhat artificial example the banks m Stage IV 
are shown as replenishing their money market assets 
out of surplus cash, e g by purchasing bills sold by 
the Bank of England. In practice the whole process 
would be compressed 

529 Some economists would accord to inventories a leading 
role in the turmng point of a ‘normal’ business or trade 
cycle. 

617 This book went to press too early to incorporate the 
authoritative discussion of these and related problems 
presented in the Report of the Committee on the 
Working of the Monetary System (Cmd. 8z7,H M.S.O., 
London, 1959) 

622 The word ‘ daily ’ should not, of course, be taken literally , 

but the argument applies even to quarterly data 

623 The experience of the American recessions of 1953-4 

1957-8 was less discouraging In the former commodity 
prices were sustained by the growing demand of 
Western Europe ; m the latter high cost domestic pro- 
ducers in the USA suffered more than overseas 
producers of commodities, except for the impact of 
American quotas imposed on imports. 

627 The U.K. has usually had a large Budget surplus on 
current account since the war. Expansionist policies 
have operated through a reduction in this surplus 
without going so far as to aim at a current deficit 
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